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Terms: Shipped postpaid when order includes remittance or net 30 days at Detroit on open account. 


SUPERIOR EQUIPMENT COMPANY, Dept. M., DETROIT, MICH., U. S. A. 
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Retroactive Relief for Trusts in 
Subdivision Projects 


By NATHAN WILLIAM MacCHESNEY* 
with the collaboration of 


Harry E. SMoot AND GEorGE P. ELLIs, C. P. A. 


ECTION 704 of the Revenue Act of 1928 consists 
of two paragraphs. Paragraph (a) is as follows: 

If a taxpayer filed a return as a trust for any taxable year 
prior to the taxable year 1925 such taxpayer shall be taxable 
as a trust for such year and not as a corporation, if such tax- 
payer was considered to be taxable as a trust and not as a 
corporation either (1) under the regula- 
tions in force at the time the return was 
made or at the time of the termination of 
its existence, or (2) under any ruling of 
the Commissioner, or any duly authorized 
oficer of the Bureau of Internal Revenue 
applicable to any of such years, and inter- 
pretative of any provision of the Revenue 
Act of 1918, 1921, or 1924, which had not 
been reversed or revoked prior to the time 
the return was made, or under any such 
ruling made after the return was filed 
which had not been reversed or revoked 
prior to the time of the termination of the 
taxpayer’s existence. i ; 

The reason for enacting this para- 
graph probably is to be found in the 
statement of a man from Houston, 
Texas, representing oil refineries be- 
fore the Committee on Ways and 
Means of the House of Representa- 
tives, November 5, 1927 [‘‘Hearings” 
before that Committee, p. 469]. 

This statement directs attention to 
the case of Crocker v. Malley [249 
U. S. 223, 63 L. ed. 573] in which 
the opinion was written by Mr. 
Justice Holmes of Massachusetts. 
This case held in substance that inasmuch as the bene- 
ficiaries had no control over the trust it was not an 
association but was to be taxed as a trust. After this 
decision a trust was formed in Houston patterned after 








*Of the Chicago Bar; General Counsel, National Association of 
Real Estate Boards. Mr. Smoot, also of the Chicago Bar, is As- 
sistant to the General Counsel, and Mr. Ellis, Consulting Ac- 
countant of the National Association of Real Estate Board. 
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the trust passed upon in the Crocker case. As was 

stated before the Committee on Ways and Means: 

“We undertook to track the trust that was involved 

in the Crocker case in the formation of our trust.” It 

was discovered that a number of Massachusetts organi- 
zations did the same thing. 


The declaration of trust of the re- 
finery was sent in 1920 to the Com- 
missioner of Internal Revenue who 
stated that it clearly showed that the 
trust was not taxable. Accordingly, 
at the end of each year the refinery 
filed a fiduciary return and credited 
each beneficiary with his portion of 
the income. The field agent in his ex- 
amination of the returns had some 
doubt as to the character of the or- 
ganization, and resolved that doubt in 
favor of the Government by deciding 
that the organization was an associa- 
tion instead of a trust. The matter 
was taken up with the Commissioner 
of Internal Revenue at Washington 
and he again ruled that the organiza- 
tion was a trust [“Hearings” before 
Committee on Ways and Means, 
p. 476]. 

In May, 1924, the Supreme Court 
decided the case of Hecht v. Malley 
[265 U. S. 144, 68 L. ed. 949]. The 
court held in this case that regardless of the degree 
of control exercised by the beneficiaries over the trustee 
an organization would be regarded as an association 
under the revenue law if it had a quasi corporate or- 
ganization and was engaged in carrying on a business 
enterprise. A year prior to this decision the refinery 
trust had dissolved and the properties were taken over 
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by a corporation. On the basis of this decision the 
Government made an assessment of $300,000 against 
the trust, which amounted to about one-third of the 
capital of the concern. The same thing happened in 
numerous other similar cases [“Hearings” before Com- 
mittee on Ways and Means, p. 477]. 


During 1920 and 1921 the beneficiaries had paid 
normal taxes on their shares of the income which were 
at very high rates. Of course, if the trust were obliged 
to pay the $300,000 assessment, the beneficiaries would 
get back these normal taxes unless the statute of limita- 
tions had run. There seemed to be no question that 
the refinery organization was an association under the 
rule laid down in the Hecht case; that is to say, it was 
“quasi corporate” in form and was engaged in a “busi- 
ness enterprise” according to the meaning of those 
terms given in that case. 


This refinery case, the history of which was related 
to the Committee on Ways and Means, and many other 
cases similarly situated, probably were responsible for 
paragraph (a) of Section 704 which is set out above. 
Apparently it was the intention of Congress to give 
retroactive relief up to the taxable year following the 
decision in the Hecht case. 


It will be noted that if the taxpayer filed a return 
as a trust the taxpayer shall be regarded as taxable 
as a trust and not as a corporation, if the taxpayer 
was regarded as a trust and not a corporation under 
the regulations or rulings in force either at the time 
of the filing of such return or at the termination of 
the taxpayer’s existence. 


The question was raised in G. C. M. 4842 (Internal 
Revenue Bulletin, September 24, 1928, p. 2) whether 
this subsection applied to trusts by whom no tax was 
payable, the beneficiaries being taxed on their particu- 
lar shares of the trust income. The opinion of the 
General Counsel was that no distinction should be made 
in this respect and that a trust could be within the 


purview of Section 704 (a) regardless of whether 


it or the beneficiaries paid the tax on the trust income. 
Paragraph (b) of Section 704 reads as follows: 


For the purpose of the Revenue Act of 1926 and prior Reve- 
nue Acts, a trust shall, at the option of the trustee exercised 
within one year after the enactment of this Act be considered 
as a trust the income of which is taxable (whether distributed 
or not) to the beneficiaries, and not as an association, if such 
trust (1) had a single trustee, and (2) was created and oper- 
ated for the sole purpose of liquidating real property as a 
single venture (with such powers of administration as are inci- 
dental thereto, including the acquisition, improvement, conser- 
vation, division and sale of such property), distributing the pro- 
ceeds therefrom in due course to or for the benefit of the bene- 
ficiaries, and discharging indebtedness secured by the trust prop- 
erty, and (3) has not made a return for the taxable year as 
an association. 


One means of taking care of a city’s increase in 
population is subdividing the acreage property on the 
fringe. This work is done largely by the real estate 
man. It is a specialized form of the real estate busi- 
ness, having its own methods and technique. Many of 
the cities of the country have grown by leaps and 
bounds since the war; and consequently up until two 
years ago there was a tremendous boom in the sub- 
division business. 

A number of different methods have been employed 
for many years in carrying on the subdivision business. 
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Probably the most common method of handling the 
title is to place it in the hands of a trustee by means 
of a declaration of trust which prescribes many of the 
details of and the restrictions or the operation neces- 
sary in subdividing, improving and disposing of a piece 
of property. 

Some three or four different forms of trust deeds 
were employed in various sections of the country for 
subdividing. In the simplest form, title to the land was 
taken by the trustee under a declaration of trust which 
empowered the trustee to sell and convey the land, to 
collect the proceeds and after the payment of all ex- 
penses, to distribute the net proceeds to the grantor. In 
another form of trust, provision was made for the 
protection of another party to it, the purchaser, as well 
as the grantor or seller. The declaration of trust in 
this form also provided for the distribution of the 
proceeds of sales that were made. It also provided that 
when the seller had received the full sale price of the 
entire tract, the purchaser should be entitled to a con- 
veyance of all of the property not yet sold. 


A third form of trust much used in the subdivision 
business was made to serve a syndicate or group of 
persons banded together for the purchase, development, 
subdivision and sale of land. The instrument under 
which the trust operated provided for the interests 
of syndicate members which were subject to sale and 
transfer without restriction other than a certain pre- 
scribed form of assignment. The interests usually 
were evidenced by certificates of beneficial interest. 
Under this form of trust all of the syndicate members 
contributed capital to the enterprise. 


A fourth form of trust was substantially the same 
as the form just described except that there were in- 
cluded among the syndicate members one or more pert- 
sons, experienced subdividers, with special knowledge 
of real estate conditions and values, who contributed 
their knowledge and skill to the enterprise instead of 
capital. 


While the form of trust to be used in any particular 
operation would depend upon details such as the amount 
of land to be improved, the method of making and pay- 
ing for the improvements, the number of persons put- 
ting in capital, the method of taking up incumbrances 
and returning capital to the contributors, the primary 
purposes of the trust form were to secure to the seller 
payment of the purchase price and to secure good and 
clear title to the ultimate purchasers of lots. 


On November 3, 1927, a man from Los Angeles ap- 
peared before the Committee on Ways and Means and 
stated that during the last two years they repeatedly 
had appeared before the Treasury Department asking 
for an interpretation of the law on the taxation of 
trusts; that they repeatedly had received varying opin- 
ions from the Department on this subject; that they 
had prepared their returns and paid their taxes based 
upon one opinion, to find shortly thereafter that a dif- 


. ferent opinion had been given by the Department abso- 


lutely contrary to the one under which the taxes had 
been paid; that accordingly they had been compelled 
to reconstruct their returns and to pay their taxes all 
over again, sometimes less, sometimes more [“Hear- 
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ings” before Committee on Ways and Means, p. 354]. 
This witness stated that all they wanted was some 
kind of an amendment so that they could know that 
when they had paid their taxes under a Regulation of 
the Treasury Department they were through, and that 
a year or two years or three years thereafter “we would 
not have to tell them all about it and go all over it 
again.” 

This witness told the committee that with respect 
to a trust in which he was interested the Government 
had changed its rulings twice in one year; that the 
Government had decided at different times that the 
same type of trust was taxable in four different ways, 
that is, as an individual, an association, a partnership, 
and a joint venture [“Hearings” before Committee on 
Ways and Means, p. 355]; and he ended his statement 
by saying :“But for once and all, we would like to 
settle it so that the individual can go ahead knowing 
what he is doing and what we are entitled to.” 


Another witness before the Committee on Ways and 
Means on November 5, 1927, stated that the effort on 
the part of the Government to tax the real estate trusts 
of Los Angeles as associations involved many thou- 
sands of people and many hundreds of thousands of 
dollars; that one of the assessments made against the 
company he represented amounted to $250,000. This 
witness further stated that in the year 1924 they sub- 
mitted to the Government eight or ten supposedly typ- 
ical cases in order to determine at that time whether 
or not the income which was collected and distributed 
through these trusts was taxable to the trust as an asso- 
ciation or to the several beneficiaries. It was held in 
all of these cases that the trusts were pure trusts and 
the income was taxable to the beneficiaries [‘““Hearings” 
before Committee on Ways and Means, p. 484]. 


Late in 1925 or early in 1926 the activities of the 
Department of Internal Revenue indicated clearly that 
there was contemplated a reversal of the prior ruling 
that such trusts were taxable as pure trusts. The sub- 
dividers, realizing the situation, co-ordinated their ef- 
forts both with respect to obtaining favorable rulings 
on their trusts and with respect to the amendment of 
the law (the bill for the Revenue Act of 1926 then 
being before Congress). Revenue agents were then 
in the field making their investigations and their reports 
were based on the theory that these trusts were asso- 
ciations, but by virtue of an understanding they did not 
compute the tax. Certain so-called typical trusts were 
then submitted to the Department in Washington and 
briefs were filed to cover the controversy. 

The same problems obtained in other sections of the 
country and the National Association of Real Estate 
Boards, of which the writer is General Counsel, had 
given this whole matter careful attention for a consid- 
erable period of time, particularly through its Com- 
mittee on Federal Taxation, of which Mr. Henry G. 
Zander, now President of the National Association of 
Real Estate Boards, was then Chairman. 

At the direction of the National Association we en- 
deavored to get relief for these trusts in the Revenue 
Act of 1926, but did not succeed. The next step was 
the effort to get the problem covered by the Depart- 
ment in Regulations 69, which were promulgated in 
August of 1926. We requested the Department to 





include in the regulations the following provision: 
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If capital is employed under the form of a trust, agreement, 
contract, or other financing method for the purpose of purchas- 
ing, subdividing and/or selling real property under which it is 
agreed that the capital so employed is to be returned to the 
taxpayer, or as a matter of consistent practice is actually so 
returned or so treated by the taxpayer prior to the distribution 
of any profits, the capital so returned, even though not repre- 
sented by mortgage or other lien, may be applied against and 
reduce the capital so employed, and, if the taxpayer so elects, 
there shall be no taxable gain until such capital shall have been 
returned. 


However, this effort failed. 


On November 2nd and 3rd, 1927, the tax reduction 
programme of the National Association of Real Estate 
Boards, consisting of some 15 points, was presented by 
the General Counsel to the Committee on Ways and 
Means [“Hearings,’ Committee on Ways and Means, 
pp. 225-306]. One of the most important points of 
that programme was Point X in regard to real estate 
trusts and syndicates. The contention of the National 
Association under that point was: 

If capital is employed under the form of a trust, agreement, 
contract or other financing method for the purpose of purchas- 
ing, subdividing and/or selling real property under which it is 
provided for periodic distribution of net proceeds of sale (or 
where in fact such proceeds have been distributed) and which 
also provides for and/or contemplates complete liquidation in 
due course of business (or where in fact such liquidation has 
taken place) the income shall be taxable only to the beneficiary 
of the trust agreement or other instrument and there shall be 
no taxable gain until distribution shall have been made. Dis- 
tributions as and when received by the taxpayer may be applied 
against and reduce the investment and in that event there shall 
be no taxable gain to him until such investment shall have been 
returned. 

This presentation was supplemented later by the 
testimony of the two witnesses previously mentioned 
and others. A Brief on and Synopsis of Amendments 
to the Revenue Act of 1926 had been prepared and 
submitted to this committee, as well as the Committee 
on Finance of the Senate, in December, 1926. A Sup- 
plemental Memorandum was prepared and submitted 
to the Committee at this hearing [printed in “Hear- 
ings” of the Ways and Means Committee, pp. 289- 
306]. It was also submitted to the Committee on Fi- 
nance and the Joint Committee on Internal Revenue. 


This summarizes briefly the picture of the situation 
the Committee on Ways and Means had before it at the 
time it drafted H. R. 1. While the attitude of the 
Committee during the hearings before it seemed to be 
sympathetic to our viewpoint, the only thing contained 
in the bill as it left the Committee, which in any sense 
could be regarded as touching the problem, was para- 
graph (a) of Section 704. In the report submitted by 
the Chairman of the Committee on Ways and Means 
to accompany H. R. 1 it is stated on page 37 with re- 
spect to this section [which was Section 707 of H. R. 
1] as follows: 


Difficulty has been experienced in determining whether 
under prior revenue laws an organization was taxable as a 
trust or as a corporation. The rules have differed from 
time to time. There have been conflicting court decisions, 
and it appears desirable to clarify the situation by making 
definite provision for such cases. * * * Retroactive relief 


appears to be proper in connection with organizations of 
this character because in many cases no question was raised 
as to tax liability until after the trust had been dissolved. 
It is believed that the foregoing rule will operate equitably. 
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After the bill to reduce taxation had been passed by 
the House of Representatives and sent to the Senate 
we appeared in the hearings held by the Committee on 
Finance, to which the measure had been referred. 
There we presented our whole programme for tax re- 
duction including the point that trusts created and 
operated for the purpose of liquidating real property 
as a single venture should be taxed as trusts and not 
as associations, and that the income should be taxable 
to the beneficiaries, but that there should be no taxable 
gain until distribution should be made. We also pre- 
sented additional briefs further elucidating the points 
of our programme. We urged upon the Committee 
the necessity of making all of these provisions in the 
revenue law. We again stressed the point that the 
history of the difficulties the subdividers had experi- 
enced due to the various changes of rulings on the 
part of the Department clearly indicated the necessity 
of providing that such trusts should be taxed as trusts 
and not as associations; but we also pointed out that 
in view of the common agreement in such declarations 
of trust, that the vendor should be paid in full, en- 
cumbrances should be paid, and capital returned to the 
investors before there could be any income from the 
transaction, the act also should provide that the bene- 
ficiaries should not be subject to tax until after all 
of these various items had been met. 


The Committee on Finance apparently was impressed 
that Section 704 as enacted by the House of Representa- 
tives (Section 707, H. R. 1) did not meet the situation 
of the subdivision trusts. Accordingly, the Committee 
designated the provision placed in the bill by the Com- 
mittee on Ways and Means as paragraph (a), and 
added to the section as paragraph (b) the provision 
hereinbefore set out, except that it did not contain the 
words in parenthesis “whether distributed or not” fol- 
lowing the words “A trust shall, at the option of the 
Trustee exercised within one year after the enactment 
of this Act, be considered as a trust the income of 
which is taxable.” 


In regard to this paragraph (b) the report submitted 
by the Chairman of the Committee on Finance to ac- 
company H. R. 1 on page 45 says: 


It was the practice in some States, antedating even the 1913 
act, to subdivide and sell real estate through the agency of a 
trustee in the manner outlined in Section 704 (b).. Under the 
construction placed on prior laws by the department and by 
some of the courts such organizations may be taxable as asso- 
ciations or corporations rather than as trusts. In many cases 
the trust has long since terminated, the trust funds have been 
distributed, and if the trustee is held liable for a corporation 
tax there will be no means by which reimbursement from the 
beneficiaries can now be obtained. In all of these cases the 
venture has been taxed as a trust under former departmental 
rulings and such tax has been paid. 

In order to adjust the matter on a reasonably equitable basis, 
Section 704 (b) provides that any trust which comes within the 
several limits ‘and conditions in that section shall be taxed as a 
trust and not as an association or corporation. 


The bill as passed by the Senate contained the word- 
ing presented by the Committee on Finance. When the 
bill went to conference the House members insisted on 
inserting the words which are found in parenthesis 
“whether distributed or not.” In this form the bill 
became law. 

The provision is retroactive and gives the trustee 
of the kind of trust therein designated the option of 
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returning the income of the enterprise as a trust up to 
January 1, 1928. The Revenue Act of 1928 contains 
no provision whatever which continues this rule after 
January 1, 1928. The opinion of General Counsel for 
the Bureau of Internal Revenue is to the same effect 
[G.C.M. 4842, supra]. Apparently Congress had in 
mind in enacting this retroactive provision that, in view 
of the questions which had been raised as to the tax- 
able status of these various trusts, hereafter no such 
trusts would distribute the trust income to the benefi- 
ciaries until that status had been determined. Con- 
gress refused to grant the relief which was requested 
by the real estate men except for this retroactive pro- 
vision. It failed to change the definition of the word 
“association” so as to exclude these trusts; and it also 
failed to provide that it should not be regarded that 
there was any taxable income until after the property 
was paid for, encumbrances taken up, and capital re- 
turned to the contributors. To that extent it must be 
said that Congress was indifferent to the position or 
taxable status of these trusts. 


On this point the General Counsel of the Bureau 
[G.C.M. 4842, supra] said: 

This language of section 704 (b), Revenue Act of 1928, is 
unambiguous, and, under it, it.is entirely clear that all the 
income of a trust coming within that section is taxable, at the 
option of the trustee, to the beneficiaries, whether distributed 
or not, and without regard to the fact that under the terms 
of a particular trust instrument no part of the income of the 
trust is distributed or made available, or may. be distributed 
or made available, to the beneficiaries until all of the capital 
costs of the trust have been fully paid and all obligations, 
whether or not secured by lien upon the trust property, have 
been discharged. It is to be noted that it is the income of the 
trust which is taxable to the beneficiaries. 


Relief Possibilities Undetermined 


The extent to which this retroactive provision gives 
relief to trusts organized or created for the purpose 
of selling out and distributing the property of a sub- 
division is yet to be determined. The Regulations of 
the Department of Internal Revenue with respect to the 
law are yet to be promulgated. After the Regulations 
have been promulgated each trust must pass muster 
as coming clearly within the terms of this section and 
the Regulations. This may not be so simple. 


First of all the section does not apply unless the 
trustee elects that it shall apply. The beneficiaries 
have no election whatever. Quite obviously the trustee 
will be interested in electing to have the law apply if 
he already has distributed to the beneficiaries the income 
of the trust. In most cases this is the condition which 
probably obtains. 


Apparently one of the most distressing features of 
the whole situation as the committees viewed it was 
this fact that these trusts for the most part have dis- 
tributed the income and would not have in hand any 
income from which to pay a corporation tax, and no 
sure way of getting the beneficiaries to return the in- 
come. However, if the trust has not yet distributed 
the income to the beneficiaries it may be a matter of 
indifference to the trustee whether the trust is taxed 
as a trust or a corporation, and he may fail or refuse 
to elect to take advantage of this retroactive relief. 
The beneficiaries, however, would be particularly in- 
terested in coming under this section because if the 
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trustee fails to make his election in time and the trust 
thereby becomes taxable as an association they will 
be subjected to a double tax. 


In order for this relief measure to obtain the trust 
must have had a single trustee. If it had two trustees 
instead of one it must take its chances of being held 
by the Department, the Board of Tax Appeals, or the 
courts to be an “association.” Under article 1504 of 
Regulations 69 it is not necessary that there be a single 
trustee in order for the organization to be taxable 
as a trust. The tests set out by that article are the 
questions whether the trustees are engaged in carrying 
on any business, and, have the beneficiaries any con- 
trol over the trust. There will be no need for the relief 
section except in those cases in which the Department 
now holds that the trust either is engaged in carrying 
on business or the beneficiaries have control of it. 


The second condition prescribed by the section tor 
the trust perhaps is the most important one. It is that 
the trust must be created and operated for the sole 
purpose of liquidating real property as a single venture. 
It remains to be seen what interpretation the Depart- 
ment will place upon the word “liquidating” in the 
Regulations. However, the Department must be lim- 
ited in this interpretation by the explanatory words 
attached to this condition in parenthesis reading, “with 
such powers of administration as are incidental thereto, 
including the acquisition, improvement, conservation, 
division, and sale of such property.” This enumera- 
tion of powers includes practically all of the elements 
essential to a subdivision project. This section also re- 
quires that the liquidating of real property be carried 
on as “a single venture.” These words seem to be 
clear in meaning and not susceptible of construction. 
They seem to mean that if the trust is created and op- 
erated for the purpose of liquidating a particular de- 
scribed piece of real property with such powers and 
in the manner provided, the project is “a single ven- 
ture”; and that if the trust is created and operated for 
the purpose of liquidating two separate and unrelated 
pieces or tracts of real property the project would not 
be “a single venture.” Furthermore, if the trust were 
created and operated for the purpose of liquidating one 
piece or tract of real property, and upon the liquidation 
of it, of acquiring with the proceeds another piece or 
tract of real property to be liquidated, such project 
probably would not be regarded as “a single venture.” 

It is believed that Section 704 (b) is clear and will 
afford some relief to practically all of the trusts created 
and operated in conjunction with the usual subdivision 
project. It has been held that the section probably does 
not apply to “so-called oil royalty trusts, trusts for the 
development of oil lands, or testamentary trusts” 
[G. C. M. 4842, supra]. However, it must be noted, 
and indeed it should be stressed, that the section affords 
no relief to that great class of beneficiary taxpayers, 
who under the regulations and the rulings of the De- 
partment will be obliged to pay taxes on income which 
has not been received. For it must be remembered 
that in many, if not in the majority of these trusts, 
the declaration of trust specifically provides that there 
shall be no income which may be distributed to the 
beneficiaries until the entire purchase price has been 
paid, all of the encumbrances have been removed, and 
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the capital contributed by the syndicate members has 
been returned to them. Until that time, under the regu- 
lations and rulings that now obtain, the beneficiaries of 
the trust must pay a tax on the income as computed by 


the Department without having received any of that 
income. 


While the trust companies and many people who 
have invested in these real estate trusts are receiving a 
considerable measure of relief from this retroactive 
section, they cannot help but be in a quandary right 
now as to what will be their taxable status after Janu- 
ary 1, 1928, when the Revenue Act of 1928 comes into 
effect. It takes the consideration of only two General 
Counsel Memoranda to demonstrate the doubt in which 
these taxpayers are placed. These opinions are 
G. C. M. 1736, rendered in the last half of the year 
1927, reported in C. B. VI-2, p. 11; and G. C. M. 4120 
reported in the Internal Revenue Bulletin for Septem- 
ber 3, 1928 at page 4. Both of these opinions involve 
real estate conveyed to a trustee under a declaration of 
trust. 


In G. C. M. 1736 the sellers “A” and “B” conveyed 
real property to the “M” company as trustees “to 
secure the unpaid portion of the purchase price due 
from the buyers, who are the beneficiaries of the trust.” 
The general purpose of the project to the beneficiaries 
was the improving, subdividing and reselling of the 
property in smaller portions. The beneficiaries were 
to improve and subdivide the property at their expense. 
The trustee was to sell and convey the lots to purchas- 
ers at such price and on such terms as the beneficiaries 
directed. The trustee was to execute all contracts of 
sale and deeds. All monies received were to be dis- 
tributed by the trustee, first, to the payment of the 
trustee’s fees, second, to the selling agents of a com- 
mission, third, to the payment of all costs of improve- 
ments, and fourth, the balance to be divided equally 
between the sellers and the beneficiaries until the whole 
of the purchase price had been paid, and fifth, the 
balance to the beneficiaries. The beneficiaries were 
under no obligation to pay the mortgage indebtedness 
which was a lien on the property. The beneficiaries 
undertook to pay all sums necessary for the improve- 
ment of the property, taxes, fees, expenses, etc., unless 
such sums were realized from the sale of the lots. The 
beneficiaries had possession, management, and control 
of the property as long as there was no default, and 
had the power to select the selling agent. After the 
purchase price and all the expenses of improving the 
property had been paid, all of the restraints imposed 
on the beneficiaries in the management and sale of the 
property were terminated and the remaining property 
was to be sold as directed by the beneficiaries. No 
transfer of any beneficial interest shall be binding upon 
the trustee until an assignment is filed with it. On 
all matters not specifically set forth in the declaration 
of trust the trustee was authorized to act upon the order 
of any two or three persons named as an executive 
committee. The trust was not to terminate until the 
trustee had been paid in full all sums provided for. 


The opinion of the General Counsel of the Bureau 
says: “It is evident that the enterprise described in 
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Suggestions for Consolidated Returns 
Regulations Under the Act of 1928 


FRANK E. SEDMAN* 


affiliated corporations were required or permitted 
to make consolidated returns. The Revenue Act 
of 1928 continues the consolidated return but under a 
somewhat novel feature. Section 141 (a) imposes the 
condition for 1929 and subsequent years “that the cor- 
porations consent to all the consolidation regulations 
prescribed prior to the making of such return; and the 
making of a consolidated return shall be considered as 
such consent.” It thus appears that under the 1928 
Act the Treasury Department must issue regulations 
governing consolidated returns some time prior to the 
filing date for 1929 returns and that corporations 
filing consolidated returns will be 
bound by these regulations. Fur- _ 
thermore, since the regulations are 
given the effect of law it is only the 
regulations prescribed at the time the 
return is filed that binds the affiliated 
group, the Treasury Department is 
confronted with the delicate and even 
embarrassing situation of having to 
draft its regulations in a way that 
will make unnecessary later changes. 
The position of the Department in 
this regard is hardly enviable, in view 
of the many baffling problems calling 
for solution. Perhaps the outstand- 
ing ones are the basis for determining 
gain or loss on the sale of a sub- 
sidiary’s stock, its relation to the 
basis for gain or loss and the de- 
preciation of the subsidiary’s assets, 
and also the application of the net 
loss sections to consolidated returns 
when there has been a change in the 
affiliated group. It will be the pur- 
pose of this article to direct attention 
to some of the aspects of these problems and indicate 
the lines along which the answer might run. 


U NDER the Revenue Acts prior to the one of 1928 


Basic Principle Involved 

It may first be helpful to renew acquaintances with 
the underlying principle giving rise to consolidated re- 
turns by affiliated corporations, namely, that for all 
practical purposes the separate legal entities are one 
economic unit. An affiliated group is nothing more or 
less than a business with several branches. Whether 
the sales department, the purchasing department, or 
any other department is separately incorporated does 
not change the fact that such departments are integral 
parts of the one business unit, irrespective of the legal 
shell within which some of these parts may be encased. 
Anything taking place within the shell solely is merely 
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a matter of form. It is only a change in the relation 
between the entire unit and the outside world that has 
any cognizable, substantial economic significance. Un- 
fortunately, this more or less trite principle, though 
universally recognized in the theory, has not been so 
readily or consistently applied in the practice. The 
result has been that the very evasion or duplication of 
taxes that consolidated returns were designed to avoid, 
have been encountered at times with increased vigor. 
Form has been given a commanding position over sub- 
stance and a premium put on the astuteness of counsel. 
Let us see the why and how. 


Gain or Loss on Disposition of 
Subsidiary’s Stock 

The present regulations, as well as 
Board decisions, are somewhat un- 
settled as to whether taxable gain or 
loss results from the sale by the 
parent company of a subsidiary’s 
stock to outsiders. The Bureau has 
held. that the liquidation of a sub- 
sidiary is an inter-company transac- 
tion resulting in neither profit nor 
loss (G. C. M. 1501). Decisions of 
the Board of Tax Appeals are to the 
same effect (U. S. Trust Co., 1 B. T. 
A. 901; Mackechnie Bread Co., 5 
B. T. A. 883). This is, of course, as 
it should be. Liquidation of a sub- 
sidiary into a parent company is a 
mere change of form of ownership. 
It takes place wholly within the shell. 
It does not affect in one iota the sum 
total of the presentation made by the 
economic unit to the outside world. 

However, where the stock of a 
subsidiary is sold to outsiders, the situation is radically 
different. It is no longer a matter of form, but of 
substance. An arm has been severed from the trunk. 
Yet even there, too, the Board has held that no profit 
or loss is realized on the sale. (Farmers Deposit Na- 
tional Bank, 5 B. T. A. 520; H. S. Crocker Co., 5 
B. T. A. 537; Baker-Vawter Co., 7 B. T. A. 794). 
The Bureau, on the other hand, has consistently ruled 
that profit or loss is realized upon the sale of the stock 
of a subsidiary to outsiders (A. R. R. 8159) and has 
therefore not acquiesced to the Board’s decisions on this 
question. 


The Bureau’s viewpoint appears to be clearly sound. 
The purchase and sale being transactions with the out- 
side world, the gain or loss requires recognition. The 
difficulty with the Bureau’s rule, however, is in the 
determination of the amount of gain or loss. The 
Bureau compares the purchase and sales prices as if 
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they were the only ingredients in the problem, ignoring 
entirely that under the peculiar nature of the affiliation 
relationship profits and losses of the subsidiary have 
been previously reported and taxed and that, on the 
other hand, the investment in the subsidiary has been 
decreased by any dividends received. It is submitted 
that an investment in a subsidiary company should be 
treated as an investment in a partnership. Gain or loss 
should be recognized on the disposition of the invest- 
ment, but the basis for the computation should be ad- 
justed by adding to the original cost all profits realized 
by the subsidiary subsequent to the investment by the 
parent company, and deducting all losses sustained 
since that time, as well as dividends received from the 
subsidiary. Thus, assume that Corporation A bought 
all the stock of Corporation B for $100,000, and that 
after such acquirement Corporation B realized taxable 
profits aggregating $20,000 and losses aggregating 
$5,000. Further, assume that Corporation B distrib- 
uted a dividend of $5,000 to Corporation A. If, at that 
point, Corporation A sold the stock of Corporation B 
for $125,000, the profit under the above principle would 
be computed as follows: 


I invest ncch ins a daseththidd se aetenc nimecuge $100,000.00 
Profits Reported in Consolidated Return............ 20,000.00 
DUN isisis eintaben cath a ne ais ee ieartia HOI e RR oes Siena $120,000.00 
Deduct: Losses Deducted in Consolidated 
IIE cater co oe Sica ale orqratecerer a ate 000.00 
Dividends Received ............ ,000.00 
DRO DIOR, fo. acres eis Marino wanes 10,000.00 
Adjusted. Basis at Time of Sale.......ccccvcscesscee $110,000.00 
Sane SAMS Se OA a a 125,000.00 
I ENN 5s sini a.s accieane edemlsieaiasaieieee $ 15,000.00 


Under the Bureau’s present method there would be 
a profit of $25,000 to report (the sales price of $125,000 
less the cost of $100,000). However, let us analyze 
the situation to see whether that result is correct. Cor- 
poration A originally invested $100,000 in the stock 
of Corporation B. Since the time of its investment it 
withdrew from Corporation B a dividend of $5,000. 
Its net investment was, therefore, $95,000. On a sales 
price of $125,000 there is a total profit of $30,000. 
However, there was previously reported $15,000 as 
profits from the subsidiary. ($20,000 profits less 
$5,000 losses). Consequently, $15,000 of the $30,000 
still remains to be reported as a profit on the sale. 

Thus, by following the proposed method the actual 
net financial result is ascertained and taxed, rather than 
some arbitrary amount set up by rule of thumb. It is 
recognized that this might be a wide departure from 
previous “custom and usage” but if it is desired to reach 
the correct answer, the suggestion advanced is sub- 
mitted as being a far closer approximation than the 
present regulations. 

Basis of Subsidiary’s Assets 

Thus far we have been looking at the problems from 
the point of view of the parent company’s treatment of 
the subsidiary’s stock. Let us take the converse, that is, 
the subsidiary’s assets as held by the parent company 
through the stock. It will be found that under the 
present regulations there may be a wide spread between 
the basis of the stock and the basis of the assets, open- 
ing the door to manipulation, tax duplication, and 
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inequities generally. For example, Company A buys 
for cash all the stock of Company B for $100,000, 
thereby coming in control of all Company B’s assets. 
These assets cost Company B $150,000. Company A 
then disposes of its interest in Company B at $125,000 
shortly after the acquirement. Under present regula- 
tions, if the transaction is consummated by the sale of 
Company B’s stock, Company A has a profit of $25,000. 
If instead of selling the stock, it sells the assets of 
Company B—which for all practical purposes is the 
same thing—there is a loss of $25,000. 


Again, take the opposite case, where assets costing 
Company C $10,000 have appreciated in value and have 
become worth $100,000, and Company D acquires the 
stock representing those assets for $100,000. If Com- 
pany D disposes of the stock it can use as a basis 
$100,000 in computing its gain or loss. However, if 
instead of the stock, the assets of Company C are dis- 
posed of, the basis is only $10,000. Obviously, so far 
as the selling companies are concerned, the transaction 
is effectively the same whether the stock or the assets 
are disposed of. Why, then, should there be such a 
divergent result for tax purposes? The trouble lies in 
the fact that the present regulations give weight and 
recognition to the very shell that the principle of affilia- 
tion is designed to ignore. 

When a corporation acquires substantially all of the 
stock of another corporation it is in effect acquiring all 
of the assets of the other corporation. As a matter of 
fact all it has to do is pull the string, liquidate the 
subsidiary corporation and it has the assets. Whether 
or not, therefore, the assets are acquired or the stock 
representing such assets are acquired, in the first instance 
the basis should be exactly the same. It should not be 
possible to let tremendous tax differences hinge upon 
astuteness of counsel in directing the form of a transac- 
tion. It is submitted that when a corporation acquires 
either the stock or the assets of another corporation, the 
basis of both the assets and the stock should be the 
actual cost to the acquiring corporation. 


Thus, in the example first given the cost of the assets 
to Company B would be regarded as $100,000, the pur- 
chase price of the stock to the parent company. Then 
whether the stock or the assets were sold would make 
no difference because the result would be the same, 
ie., a profit of $25,000 would be realized. Obviously 
this is the actual profit considering the entity as a single 
business unit. Merely because the cost of the assets 
to the old corporation was $150,000 certainly should 
have no place in the determination of the profit made 
by the present owner. The transaction reduced to its 
simplest form, is that the parent company made an in- 
vestment of $100,000 and eventually realized out of this 
investment $125,000, thus profiting to the extent of 
$25,000. Any rule which permits of a different answer, 
as under the present regulations, obviously results in 
error and invites manipulation and possible tax evasion. 

While reference has been made only to computation 
of gain or loss, the rule proposed should also apply in 
figuring depreciation, depletion, etc. At the present 
time, the depreciation basis can be shifted to suit one’s 
best advantage. If the original cost to the subsidiary 
of its assets is greater than the price paid for the assets 
by the parent company in acquiring the subsidiary’s 
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stock, the old basis can be continued. If, however, the 
reverse is true and more is paid for the stock than the 
assets behind the stock originally cost, then by the sim- 
ple expediency of liquidating the old corporation and 
organizing a new one, the cost of the stock becomes the 
basis for the assets (a tax on the liquidation can be 
avoided by first declaring the surplus as a dividend). 
But the rule suggested eliminates this wishy-washy 
standard and provides uniformity, simplicity and equity 
in the treatment of the problem. 


A question may arise as to the application of the 
suggested rule in reorganizations, as, for example, when 
a subsidiary company is acquired through a merger. 
However, no difficulty is presented. Where under the 
law the basis is restricted to that of the transferor, the 
assets or the stock involved in the reorganization will 
take with them the predecessor’s basis, whatever that 
was, just as if cash were paid by the acquiring cor- 
poration in that amount. 


Another question will arise as to the treatment to be 
accorded a situation where a consolidated return is filed 
one year and not filed another. This question is of 
considerable importance, because after 1929 corpora- 
tions will have the privilege of making a new election 
each year whether or not to file consolidated returns, 
in that the statute provides that “an affiliated group— 
shall—have the privilege of making a consolidated re- 
turn for the taxable year 1929 or any subsequent tax- 
able year, in lieu of separate returns.” (Section 
141 (a).) 

The answer, however, seems very clear. Once a basis 
is established under a consolidated return, that basis 
should continue as long as affiliation continues, irre- 
spective of whether consolidated returns are continued. 
Obviously the failure to file a consolidated return of 
itself in no way changes the assets or their cost. 

However, let us assume that affiliation is severed 
because of the sale or other disposition of part or all 
of the subsidiary’s stock. Should that have any effect 
on the basis of either the stock or the assets? In this 
connection, it is noteworthy that under section 141 (b) 
of the 1928 Act the Commissioner is empowered to 
regulate as to the basis not only during, but after the 
affiliation as well. 

Here, too, it should not be difficult to perceive the 
proper solution. If, for example, the stock of the sub- 
sidiary is sold by the parent company to an individual, 
the cost of the stock to the individual would, of course, 
be his basis in case he disposes of the stock. The basis 
of the assets behind the stock, however, would continue 
the same as was established for the subsidiary during 
affiliation. This is no different from the every-day 
transaction where a corporation’s stock is openly 
bought and sold. The basis to the corporation of its 
assets is in no way disturbed by the dealings in its stock. 
Even then it would be desirable, though it would prob- 
ably require legislation to bring it about, that if more 
than 95% of the stock is acquired, the basis to the cor- 
poration of the assets shall be the basis of the stock 
thereby eliminating the differential that is at the root of 
most tax schemes and avoidance. 

If instead of an individual being the purchaser, it 
was a corporation, but less than 95% of the subsidiary’s 
stock was acquired, the result would be the same as in 
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the case of the individual purchaser. The cost of the 
stock to the acquiring corporation would be the basis 
for the stock. However, the basis of the assets behind 
the stock would continue as before, that is, the basis 
established by the predecessor owner. This would un- 
fortunately have to be the case where the purchasing 
corporation acquired more than 95% of the subsidiary 
stock but did not elect to file a consolidated return, ‘al- 
though legislation may some day correct this so as to 
make the stock and the asset bases the same in such 
circumstances. If, however, a corporation acquires 
more than 95% of the subsidiary’s stock and a con- 
solidated return is filed, then under the rule proposed, 
the basis of the assets would be that of the basis of the 
stock. 

In other words, where severance of affiliation takes 
place the rule would be that the basis of the assets to 
the corporations so severed shall continue, but that the 
basis of the stock purchased shall be the cost to the 
purchaser, except if 95% or more of the stock of the 
corporation is acquired by another corporation and a 
consolidated return is made, then the basis of the stock 
would measure the basis of the assets behind the stock. 


Treatment of Net Losses 


One of the most elusive problems to be solved in the 
prospective consolidated regulations is the treatment of 
net losses, especially the phases involving (a) net losses 
sustained by a corporation before it became a member 
of an affiliated group, and (b) the application after 
affiliation is severed, of a net loss arising during the 
period of affiliation. 

Considering first the question of net losses sustained 
by a corporation before it became a member of the 
group, the present regulations provide that where a cor- 
poration enters an affiliated group and a consolidated 
return is made, the net loss of such corporation in- 
curred prior to its affiliation can be deducted from the 
affiliated income only to the extent of the net income 
contributed to the group by the particular corporation 
(G. C. M. 3266). 

The soundness of the Bureau’s position in this re- 
spect may be seriously questioned. In order to apply 
the present regulations it is necessary to separately de- 
termine the income of each corporation in the con- 
solidated group. To recognize and give substance to 
the operating results of the separate subsidiaries and to 
apply losses on that basis is inconsistent with the entire 
underlying theory of consolidated returns. Affiliated 
groups are regarded as one business unit and make one 
united presentation. The subsidiary companies are 
merely segments—branches—of that unit. It is errone- 
ous to talk of separate subsidiary profits or losses dur- 
ing a period of affiliation. There is no subsidiary, 
except in a technical, legal sense. It is all one, and 
the one is the parent company. Furthermore, profits 
or losses of the individual companies are usually mean- 
ingless because arbitrary arrangements and adjustments 
exist or can be made to exist between the companies. 
From both the theoretical and practical aspects of the 
case, it is apparent that the profit of the consolidated 
group as a whole should be the basis against which to 
apply the net losses. Accordingly, it is suggested that 
net losses sustained by a corporation before it became 
(Continued on page 424) 
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Board Decision Creates Dilemma in 


Taxation of Dividends 


Board of Tax Appeals has recently rendered a 

decision upon several important questions con- 
cerning corporation dividends, including two points of 
particular significance and interest. In the case of 
Arthur Curtiss James v. Commissioner, Docket 2509, 
promulgated October 3, 1928, Dec. 4404 [C. C. H.], 
involving dividends paid in 1918 by the Phelps Dodge 
Corporation, the Board sustains a regulation which has 
been the subject of attack and attempts to place a 
limitation upon its own much followed decision in the 
case of L. S. Ayers & Company, 1 B. T. A. 1135, Dec. 
438. 

The following propositions are sustained by the 
decision : 

(1) The earnings and profits of a subsidiary 
corporation do not constitute earnings or profits 
of the parent corporation, in the determination of 
earnings or profits of the parent company avail- 
able for distribution under Section 201 of the Act 
of 1918, until they are actually paid over by divi- 
dends or otherwise, even though the parent com- 
pany owns all of the stock of the subsidiary 
company. 

(2) To the extent that a distribution made in 1918 
by a subsidiary corporation, to a parent corporation 
which owns all of its stock, is made from sources 
other than earnings of the subsidiary accumulated 
since February 28, 1913, it does not constitute 
earnings or profits of the parent corporation 
available for distribution. The amount of the 
distribution made from other sources represents a 
return to the parent corporation of a part of its 
investment, where there is no gain in excess of cost 
or March 1, 1913, value. 

(3) The Federal income and profits taxes for 
the current year should be deducted in the deter- 
mination of earnings and profits of the year, when 
it is necessary to prorate the earnings for the entire 
year to determine the amount of earnings or profits 
available for distribution on a given date. 

(4) The date of payment of a dividend, not the 
date of declaration, is controlling in the computa- 
tion of earnings available for distribution under 
the 1918 Act. 

(5) Liberty bonds received as a corporate dis- 
tribution represent income at their market value 
when received, not at their par value. 

The fourth and fifth points call for no comment, 
since they are in line with the established rules. As to 
the first point, the Commissioner admitted that the 
consistent and well established administrative practice 
was in accordance with the rule\adopted by the Board, 
but urged that an exception should be made when all 
of the stock of the subsidiary was owned by the parent 
corporation, in view of the decisions in Southern Pacific 
Company v. Lowe, 247 U. S. 330, and Gulf Oil Cor- 

poration v. Lewellyn, 248 U. S. 71. The Board held 


() roa: the recorded dissent of six members, the 





that those cases were not controlling, but were based 
upon special circumstances. 


The second proposition, as above stated, is in accord- 
ance with the provisions of the regulations, as they 
have stood since Treasury Decision 3499, July 20, 1923. 
These provisions were first promulgated in Treasury 
Decision 3475, on May 9, 1923, which, however, was 
revoked five days later by Treasury Decision 3475. 
The question involved was then referred to the Attor- 
ney General, whose opinion, dated June 21, 1923, 
approved of the proposed regulations. They were then 
promulgated again as Treasury Decision 3499. As 
they now stand in Article 1543 of Regulations 69, they 
are: 

Whenever one corporation receives from another corporation 
distributions out of earnings or profits accumulated by such 
other corporation prior to March 1, 1913, or out of increase in 
value of its property accrued prior to March 1, 1913, and the 
receiving corporation, after having first distributed <ll of its 
earnings and profits accumulated since February 28, 1913, dis- 
tributes to its shareholders the amount so received by it from 
such other corporation, the distribution by the receiving cor- 


poration to its shareholders is not a dividend within the mean- 
ing of Title II and is exempt from tax. 


According to the opinion of the Board in the James 
case, the counsel for the Commissioner apparently con- 
tended at the hearing that this rule should not apply 
to certain dividends received by the Phelps Dodge Cor- 
poration from a subsidiary, but did not urge this con- 
tention in the briéfs. This issue was, however, dis- 
cussed as follows in the prevailing opinion, by Mr. 
Phillips : 

The distributions made by the subsidiary to the parent in 
1918 from sources other than earnings accrued subsequent to 
February 28, 1913, are to be regarded for tax purposes as in 
the nature of a return to the parent of a part of the amount 
invested or of the March 1, 1913, value of its investment and 
are not a part of the earnings or profits of the parent; at least 
until there is a gain to the parent by reason of a return to it 
of amounts in excess of the cost or March 1, 1913, value of 
the stock. We do not have presented the question whether in 


the latter case such dividends could still be distributed to the 
stockholders of the parent free from tax. 


A dissenting opinion by Mr. Green challenges this 
view at length, with the approval of Mr. Smith, Mr. 
Love, and Mr. Morris. In addition, Mr. Sternhagen 
and Mr. Arundel dissent generally from the decision. 

Points Raised in Dissenting Opinion 

According to the dissenting opinion, the rule an- 
nounced by the majority is predicated upon the theory 
that the dividends received by the parent corporation 
were not income, which is contrary to the rule adopted 
in Lynch v. Hornby, 247 U. S. 369, and Appeal of 
Caroline S. McLean, 4 B. T. A. 487, Dec. 1563 
[C. C. H.], holding that a dividend is none the less 
income although expressly exempted from taxation by 
specific statutory provisions. The dissenting opinion 
further states: 


Such income to the parent corporation may not be said to 
have been “accumulated before March 1, 1913,” and may not 
therefore be distributed by it tax exempt for it is only earn- 
ings and profits accumulated prior to that date which may be 
so distributed. 
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Ordinarily those attempting to support the rule announced in 
the majority opinion urge that once income is impressed with 
the exemption, it retains its exempt status thereafter. Such an 
argument leads to the conclusion that if the subsidiary dis- 
tributes a depletion or depreciation reserve, or income from 
tax-exempt bonds, such distribution may be, by the parent, 
distributed tax exempt. The same rule should apply in all 
cases and it should be held that exempt income is not ear 
marked and that it is not so impressed with the exempt status 
that its recipient may distribute it tax free. 

The minority opinion sustains an attack upon the 
above-quoted regulations which was made soon after 
they were adopted (presented at length in an article, 
Taxation of Dividends and Other Corporate Disiribu- 
tions, by Arnold R. Baar, in the National Income Tax 
Magazine, Vol. I, October and November, 1923, par- 
ticularly at page 14 of the November issue; see also 
Commerce Clearing House 1928 Standard Federal Tax 
Service, Vol. I, par. 44.02). On the other hand, the 
majority opinion sustains the position of those who 
have approved these regulations; for example, Robert 
H. Montgomery, who says in the 1924 edition of his 
Income Tax Procedure that the new regulation is “an 
indication of a more liberal tendency in the Treasury.” 
The question will probably be appealed, since the divi- 
dend in question amounted altogether to $3,120,000. 


Decision in Ayers Case Adds Complications 


Upon the third point, the counsel for the Commis- 
sioner found himself in a peculiar position, which may 
prevent the Commissioner from appealing from the 
Board’s decision against him. Since the Commissioner 
has refused to acquiesce in the decision of the Board 
in the Ayers case, and is still applying his conflicting 
regulations in the settlement of cases, his counsel could 
not urge upon the Board that the Ayers case should be 
followed. This situation, the relationship between the 
two questions, and the decision reached by the Board 
in the James case, are best presented by the following 
extract from the opinion: 

In connection with the third question raised, counsel for 
respondent points out that we have held that the invested capi- 
tal of a corporation may not be reduced, in determining the 
extent ‘to which a dividend is paid from current earnings of a 
year, by a “tentative” tax theoretically set aside out of such 
earnings prorated over such year (L. S. Ayers and Co., Dec. 
438, 1 B. T. A. 1135), and suggests that we might wish to 
apply a similar rule in determining the amount of earnings 
available for distribution, although expressly refraining from 
urging that we should do so. In that case we were concerned 
with computations of the invested capital of corporations, 
which is purely a statutory concept. In construing the stat- 
utory definition of invested capital, we held that earnings of 
the current year available for dividends should not be decreased 
on account of an estimated tax later to accrue, on the ground 
that to do so would be to take into account in the computa- 
tion of invested capital an element of expense or outgo of the 
current year, while forbidden by the statute to offset that 
element by the income of the year. In this proceeding, we are 
not concerned with the statutory concept of invested capital, 
but must determine the amount of earnings and profits of 
Phelps Dodge Corporation which were available for distribu- 
tion to stockholders ‘on the date of distribution. Since the 
earnings to each of these dates is unknown, the Commissioner 
is compelled to ascertain the earnings for the entire year and 
prorate them. Applying the reasoning of the Court in United 
States v. Anderson, 269 U. S. 422 [1926 C. C. H. Federal 
Courts Service, p. 5505], we are of the opinion that the Fed- 
eral income and profits taxes for 1918 are properly to be de- 
ducted in determining the earnings and profits of the year. 

It is respectfully submitted that the distinction which 
is thus sought to be made, can not be sustained. Al- 


though there is a difference in purpose, the inquiry in 
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both cases is as to the amount of earnings and profits 
available for distribution on the date of distribution. 
In one case the question concerns the amount accu- 
mulated after the first of the taxable year, while in the 
other case the. issue is the amount accumulated after 
February 28, 1913. But in both cases, the unknown 
quantity is the amount accumulated during the current 
year and in both cases the earnings of the entire current 
year are prorated to ascertain that unknown amount. 


If the Board now intends to hold that the rule of 
the Ayers case does not apply to the determination of 
invested capital when the earnings of the entire year 
are prorated, that decision is inapplicable in a large 
proportion of the great number of cases in which it 
has been applied by the Board. 


It is further submitted that the conclusion can not 
rest upon the Supreme Court decision in United States 
v. Anderson. In a discussion of this case in an earlier 
issue of the National Income Tax Magazine (The 
Supreme Court Considers “Accrual,” by Arnold R. 
Baar, Vol. IV, page 57, February, 1926), it was pointed 
out that it was concerned exclusively with rules for the 
determination of taxable net income, which are fre- 
quently different from the rules appropriate to the 
determination of accumulated surplus or earnings avail- 
able as the source of distributions. Moreover, the 
Board itself has expressly determined that the Anderson 
case is not in conflict with the rule of the Ayers case, 
as in All America Cables, Inc., v. Commissioner, 10 B. 
T. A. 213, Dec. No. 3415 [C. C. H.], and in A. M. Rob- 
inson Company v. Commissioner, 5 B. T. A. 1217, Dec. 
2093 [C. C. H.]. If, as suggested in the above quota- 
tion, the Anderson decision requires the deduction of 
current Federal taxes to determine the amount of 
current earnings available for distribution, for the 
purpose involved in the James case, it would seem 
to be equally controlling to require the same deduc- 
tion when making the identical computation for the 
purpose involved in the Ayers case. 


There may possibly be ground for distinction in that 
in the Ayers case the distribution is itself an element of 
the tax to be deducted, which is therefore a variable 
depending upon the very computation in question, while 
in the James case the tax is a definitely fixed amount 
without regard to the determination made as to the 
source of the distribution. 


Until a Circuit Court of Appeals has decided this 
question in either one of its two applications it must 
remain largely a matter of speculation which rule will 
prevail. In this uncertainty, the decision in the James 
case deprives us of even that comfort which may here- 
tofore have been derived from the feeling of assurance 
that, at least before the Board of Tax Appeals, this 
question was settled. It would appear to be inevitable 
that before very long the Board will be required to 
reconsider and in some degree to qualify the position 
which it has taken in either the Ayers case or the James 
case. However much all other taxpayers may felicitate 
Mr. James upon the result in his case, surely it may 
be fervently hoped, in the interest of the scores who 
are being benefited by the application of the rule of the 
Ayers case, that this conflict will not tend to destroy the 
authority of the Ayers case. 
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UTHORITIES have generally agreed that two 

of the most serious problems confronting legis- 

lators in the field of inheritance taxation are 
multiple taxes and procedural delays in the administra- 
tion of estates of non-resident decedents.. Among 
solutions advocated to correct these evils are the flat 
rate plan, first sponsored by former Attorney General 
Matthews of New Hampshire, and reciprocity through 
mutual exemptions created by statute. 

Under the flat rate plan a uniform rate of tax is 
imposed on transfers of property of non-resident 
decedents, very different from the progressive rates 
prevailing generally. New York adopted this plan in 
1925.2. The statute provided for a tax of 3 per cent 
on the clear market value but allow- 
ing certain deductions with the option 
of paying 2 per cent upon the clear 
market value without any deductions. 
These rates were selected as being 
the most equitable, since it was 
pointed out that a “typical” year un- 
der the old law yielded an average 
tax of 2% per cent.® 

Under the law existing prior to 
the enactment of the flat rate plan 
in 1925, both residents and non-resi- 
dents were taxed at the same rates 
and in the same manner. Executors 
of estates of non-resident decedents 
had to undergo the burdens of delay 
of judicial appraisal not only at 
home, but in all of the other states 
where the property might be taxable. 
Briefly, the procedure was as fol- 
lows: After the appointment of an 
executor or administrator a petition 
was presented to the Surrogate for 
the appointment of an appraiser. In 
due time the appointment was made. 
The appraiser then gave to all interested parties notice 
of a hearing for the purpose of making an appraisal. 
A return was then filed with the appraiser by the repre- 
sentative of the estate. Frequently it was necessary 
that a copy of the will be filed. Among many items of 
information: required were statements showing the 
total value of the property wherever located, total 
amount of disbursements, total amount of the personal 
property within the state. All of this information was 
~ *Member of the New York Bar. Editor, with Joseph F. McCloy 
and John L. McMaster, of Commerce Clearing House, Inc., In- 
heritance Tax Service. Author of articles on inheritance and 
estate taxes. This article published by courtesy of the American 
Bar Association Journal. 

1Former Attorney General Matthews of New Hampshire—Bulle- 
tin of the National Tax Association, February, 1921, said: ‘There 
is widespread complaint of this situation for two reasons, first, 
because of the additional tax imposed, and second, because of the 
expense and delay imposed upon the administration of estates. 
From long experience in the administration of such laws I should 


say that there is more objection to the interference with the 
administration of estates than to the payment of the tax.” 

2Laws of 1925, Chapter 143, Section 9. 

8State’s brief, page 33, in Court of Appeals in the case of Smith 
v. Loughman, 245 N. Y. 486. The Attorney General refers to 
statistics taken from the 1923 Report of the New York State 
Tax Commission, page 496, et seq. The truth of these statistics 
was vigorously assailed by counsel for the Smith estate. 
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necessary for the apportionment of deductions, such 
pro-rating being made on the basis of the proportion 
of the value of property within the state to the total 
value of property wherever situated.4 The Surrogate 
then investigates the return, hears the testimony, and 
reaches a determination of the value of the property 
taxable. Thereupon the Surrogate enters an order 
fixing the tax. Within 60 days thereafter an inter- 
ested party, or the Tax Commission, dissatisfied with 
the report and the order may appeal to the Surrogate. 
Here the report was subjected to judicial scrutiny so 
far as it was brought into question by the appeal. Fur- 
ther appeals to the higher court were granted. 

That such a method was cumbersome is quite evi- 
dent. The Tax Department claimed 
that the procedure was expensive 
and caused much dissatisfaction. It 
was urged that the non-resident 
needed protection, particularly be- 
cause his difficulties were not merely 
local. Being compelled to undergo 
the tedious and long drawn out pro- 
cedure already described, it is small 
wonder that dissatisfaction existed. 
To obtain all of the information 
necessary in order to have the tax 
finally fixed was sometimes a mat- 
ter requiring more than a year. In 
the meantime the market value of 
shares of stock or other intangible 
property might fluctuate tremen- 
dously. On a rising market the 
executor would be unable to obtain 
the benefits of the increase. On a 
falling market, he would be unable 
to get out without heavy losses, be- 
cause under the tax laws, waivers 


Leo BRADY from the Tax Department were 


n necessary in order to transfer such 
securities.” Of course, no one was heard to complain 
when profit resulted from the delay. 


Another complaint came from the State Tax De- 
partment. The Department charged that a large per 
cent of the money collected was spent to maintain the 
administration and that something was clearly wrong 
with so expensive a system.’ It can also be understood 
that much litigation resulted because of the cumber- 
some procedure required. Another complaint came 
from the big business interests in New York, because 
they soon found that the investing public was to some 
extent steering clear of New York securities. Non- 
resident investors were gradually becoming aware of 
the serious inconvenience in settling their estates if 
they should die possessed of property taxable in New 
York.” The complementary half of this objection came 


4Several states pro rate both exemptions and deductions on 
such basis. 


5To obviate the necessity for delay an “estimate tax” could 
be paid, which as its name implies, was a tax estimated by the 
taxing authorities on the basis of the executor’s return. 

6Report of New York State Tax Commission, 1924, at pp. 21-23. 

7Supra, Note (6). 
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from the investors themselves who found the cost of 
investment in New York property or in New York 
securities too great. Further objection, quiet but 
insistent, came from the large corporate fiduciaries 
which had been in increasing numbers taking charge 
of the administration of estates. 


As already pointed out the rates under the old 
system were progressive, varying with the size of the 
estate taxable, and the relationship of the beneficiary 
to the decedent. The flat rate plan changed all of that. 
Needy widows, distant relatives, and worthy charities 
all pay the same tax. Neither the size of the estate, 
nor the relationship of the parties was of importance. 
But the proponents pointed out that large estates paid 
a smaller tax and smaller estates had less trouble. An- 
other feature set up in the statute providing for the 
flat rate tax was the substitution of administrative 
procedure before the Tax Commission for the judicial 
procedure before the Surrogate. An affidavit as to 
the value of the property was submitted to the Tax 
Commission, which body determined the value of the 
property taxable and the amount of tax payable. 
Notice of the determination and an opportunity to be 
heard was given to the parties liable for the payment. 
The tax was then imposed upon the transfer of the 
property situated within the state and not upon the 
persons to whom the transfer was made. It was 
asserted that this more or less informal procedure re- 
quired much less time and delay and expense than 
the more elaborate and long drawn out judicial pro- 
ceeding before a Surrogate. In short, the purpose 
was “to relieve the present situation with respect to 
property of non-resident decedents by decreasing the 
expense of collection, decreasing the expense to the 
taxpayer and decreasing the period of delay in de- 
termining the tax, and to remove the cause for dis- 
crimination against securities of New York cor- 
porations.’”® 


The new scheme was presented to the court only 
recently in the case of Smith v. Loughman.’ It hap- 
pened in this case that the tax was heavier than that 
which would have been imposed upon a corresponding 
transfer made by a resident, in which case the rates 
were lower and there were provisions for deductions 
and exemptions. Mary J. Smith, a resident of Con- 
necticut, left real property in New York with a clear 
market value of about $30,000. The property was 
devised in equal shares to four children. Computed 
at the 2 per cent flat rate the amount of tax was 
slightly under $600, under the rate imposed on a cor- 
responding resident estate the tax would have been 
on each share less than $25, or in all under $100, a 
difference of $500. 


The executors of the estate paid the tax under pro- 
test and then applied for an order of certiorari to re- 
view the assessment, asserting the unconstitutionality 
of the statute by virtue of its unequal and discrimina- 


8Supra Note (6). The validity of the alleged objection was 
severely and rather effectively questioned by counsel for the 
Smith estate. They pointed out that in reality the only com- 
plaint came from the large corporate fiduciaries and that the 
other so-called objections were mere ballyhoo for the flat rate 
plan. Counsel. proved by figures that the big gainers under the 
plan would be wealthy non-residents and that non-residents of 
moderate means were severely discriminated against. For criti- 
cism of the plan on the point, see “Legislative Efforts in New 
York to Avoid Multiplicity in Inheritance Taxation”—28 Columbia 
Law Review, June, 1928 


9245 N. Y. 486. 
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tory burdens. The Appellate Division’ confirmed the 
assessment whereupon appeal was taken to the Court 
of Appeals. The Court through Chief Judge Cardozo 
unanimously reversed the order of the Appellate Divi- 


sion and annulled the determination of the State Tax 
Commission.” 


_ The Court found that the tax denied the constitu- 
tional guaranty of equal privileges and immunities to 
citizens of the several states. Answering the conten- 
tion of the Tax Commission to the effect that the tax 
was lower than the average tax on all non-resident 
estates, the Court on page 493 said: 


“Whether these inequalities will balance one another 
in the long run as applied to non-residents generally, 
we can do little more than guess. What is certain is 
that the inequalities will not balance, but will inevitably 
persist, whenever certain classes of non-residents— 
e. g., children or parents—are compared with like 
classes of residents. What is also certain is that non- 
residence without more has been made the basis for 
the divergent burdens of one class and another. The 
citizen of New Jersey or Connecticut who is the owner 
of property in New York and who wishes to dispose 
of it by will, finds a body of law in New York ap- 
plicable to citizens of New Jersey or Connecticut 
fundamentally at variance with the body applicable in 
like conditions to citizens of New York. He may not 
act upon equal terms with his neighbor who lives on 
the other side of the state line. The exactions for the 
two classes have a different operation as to each, not 
by accident, but of set purpose. At times heavier and 
at times lighter, they are never the same.” 

In like vein the Tax Commission urged that it was 
an accident that the tax was heavier, in many cases it 
would be lighter. The apt answer was that “It is small 
comfort to a parent who plans a gift of land of the 
value of $5,000 for the benefit of his child to learn 
that he would be the gainer by the new tax if he were 
giving land of the value of a million dollars to a cousin 
or a friend.” 

And so the flat rate plan as expressed in this statute 
lost out to the jealous safeguards of the Constitution, 
but not without a bitter struggle. The Tax Commis- 
sion petitioned the United States Supreme Court for 
a writ of certiorari. The petition was denied. A mo- 
tion for reargument in the Court of Appeals of 
New York met a similar fate. Still the Tax Commis- 
sion was not yet completely defeated. In 1928 the 
Commission sponsored a bill which became law on 
March 12, 1928..%* The new law retroactively re- 
enacted the flat rate plan but sought to avoid the hold- 
ing of Smith v. Loughman by providing that the tax 
imposed under the flat rate plan should not exceed the 
tax imposed upon a corresponding estate of a resi- 
dent.7* Six other states having similar provisions 





10220 App. Div. 790. See also 220 App. Div. 549. 

11ismith v. Loughman, Supra, note (9). 

12Clause 1, Section 2, Article IV of the Federal Constitution 
reads: “The citizens of each State shall be entitled to all 
Privileges and Immunities of citizens in the several States.’’ 

13Laws of 1928, Chapter 330, Sections 5 et seq. 

14Law of 1928, Chapter 330, Art. 10-A, Sec. 248-b reads: 
“provided, however, that if the tax hereunder exceeds the 
amount which would be payable if the decedent’s estate were 
subject to tax at the same rates as are imposed upon transfers 
by residents, and subject to the same limitations, exemptions 
and conditions as in the case of residents, but computed in such 
manner as to produce the highest amount of tax which it would 
be possible to impose upon the estate without violating constitu- 
tional restrictions, only so much shall be payable as would equal 
such amount—.”’ 
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will no doubt change their laws to conform to the 
holding of the Courts in Smith v. Loughman.» 


The more thorough-going and hopeful solution is 
reciprocity between the various states. While the 
single rate tax would alleviate the burden of procedural 
delays, there was still the evil of multiple death taxes. 
And thé evil is real, for courts have held themselves 
powerless to prevent the imposition of many taxes, 
since no rule of constitutional law is infringed.*® 


There are now over twenty states enjoying reci- 
procity among themselves and an additional three or 
four which receive reciprocal exemption from some 
of the twenty states. However, there are but twelve 
genuinely reciprocal states, meaning by this term those 
states which specifically grant and receive reciprocity. 
The other states obtain the benefits of reciprocal ex- 
emptions because they do not tax intangibles of non- 
resident decedents and the reciprocal states accord 
them reciprocity. 


Upon analysis of the statutes the states fall into four 
general classes. In the first class there are those 
states, headed by New York and seven strong,’ which 
do not impose a death tax on transfers of intangible 
personal property in estates of non-resident decedents 
of states imposing no such tax or granting reciprocity. 
In the second class are five states** which are in all 
respects similar to the first group except for the fact 
that the reciprocal provision for exemption extends 
only to specified intangible personal property, namely, 
shares of stock of domestic corporations. The third 
class consists of eight states’? which impose no tax in 
respect of intangible personal property in estates of 
non-residents. The fourth class, imposing no in- 
heritance tax whatsoever, contains three states,” and 
the District of Columbia. 


This fourth class, according to the ruling of the 
taxing authorities in Ohio and the opinion of the At- 
torney General in Oregon, is not entitled to reciprocity. 
Under the statutes in both states the rulings seem cor- 
rect. The Oregon statute reads: “Intangible personal 
property of a non-resident decedent upon which an 
inheritance tax is imposed . . . shall not be sub- 
ject to the tax so imposed if a like exemption is made 


California, Laws of 1925, Chapter 284; Connecticut, Laws of 
1923, Chapter 190, Section 20; Kentucky, Laws of 1924, Chapter 
111, Section 8; New Hampshire, Laws of 1921, Chapter 70; Vir- 
ginia, Laws of 1922, Page 792; Georgia, No. 331, 1927. 

15(a)Sinee the date of the preparation of this article, the Vir- 
ginia law has been declared unconstitutional by a lower court 
and was repealed by the Legislature at the 1928 session. The 
California flat rate plan is now in the process of litigation, the 
State of California taking the anomalous position of attacking its 
own law. The California case presents the other side of the 
picture where the flat rate tax benefits the taxpayer, inasmuch 
as the resulting tax is smaller than that which would be imposed 
on a corresponding resident estate. In Smith v. Loughman it 
will be remembered that the tax on the non-resident estate was 
greater. 


The Georgia taxing authorities, after conferences with the 
Attorney General, have decided to abandon collection of the tax 
in view of serious doubt as to the constitutionality of the statute. 
_The remaining three states, New Hampshire, Connecticut and 
Kentucky are at present still collecting tax under the flat rate 
plan. No doubt, the constitutional question will be raised in 
these three states whenever an estate is sufficiently embarrassed 





by the tax, or whenever, for other reasons, it becomes expedient. 


to challenge the validity of the taxing statute. 


16See Statutory Solutions of Multiple Death Taxation, American 
Bar Association Journal, March, 1927, p. 147. Mr. Justice Holmes 
in the case of Bullen v. Wisconsin, 240 U. S. 625, said: “No 
doubt it would be a great advantage to the country and to the 
individual states if principles of taxation could be agreed upon 
which, did not conflict with each other, and a common scheme 
could be adopted by which taxation of substantially the same 
property in two jurisdictions could be avoided. But the constitu- 
tion does not go so far.” To the same effect, See Blackstone v. 
Miller, 188 U. S. 189. 





THE NATIONAL INCOME TAX MAGAZINE * 417 


by the laws of the state or country of a decedent’s 
residence in favor of residents of the state of Oregon.” 
The Ohio statute is longer but quite similar.” 

There is argument on both sides, in support of and 
against the ruling. Considering the latter first it would 
seem that Ohio and Oregon ought to grant reciprocity 
since their citizens pay no tax in the non-taxing states. 
What is the difference whether their citizens receive 
this advantage because of a legislative policy imposing 
no tax or because of a policy granting reciprocity? 
Is the ruling of the taxing authorities wholly sound? 
The authorities, of course, have no discretion to in- 
clude or exclude transfers made taxable by the statute. 
The statute requires them to do one thing or another. 
If reciprocity is the sole test for exemption in Ohio 
and Oregon, then they should also refuse to grant 
reciprocity to residents of Massachusetts” and the 
other seven states not taxing intangibles of non-resi- 
which states, however, they list as reciprocal. On the 
other hand, if reciprocity is not the sole test and the 
statute grants reciprocity to residents of states impos- 
ing no tax, then have not the officials of Oregon and 
Ohio gone too far? The inescapable conclusion seems 
to be that the authorities have done too much or too 
little under the statute. Their rulings may, indeed, be 
sound as a matter of policy. It might have been wiser 
for the legislature to have done what the officials did, 
but as a matter of fact they did not do so.??™ 

Why, then, have the authorities of Oregon and Ohio 
made this ruling? It may be that religious adherence 
to the wording of the statute is not the explanation. 
There may be a deep-rooted reason. Some states have 
been heard to object to the policy under which other 
states impose no inheritance tax whatsoever, either on 
residents or non-residents. The fear is that their resi- 
dents will become domiciled in the non-taxing states 
and thus escape all death taxes. In Massachusetts 
residents are taxed, therefore, a resident of Ohio or 
Oregon could not profit by going to Massachusetts. 
But with no death tax at all as in Florida, the Ohio 
resident might benefit by changing his domicile. Per- 
haps the authorities of Ohio and Oregon see the danger 
ahead and fear for the safety of the whole scheme of 
death taxes if some states follow the lead of Florida 
and the other non-taxing states. Are they trying to 
bring pressure to bear to avert what they consider 
disaster ? 


17California, Laws of 1927, Chapter 646; Illinois, Laws of 1927, 
page 747, Section 5; Maine, Laws of 1927, Chapter 231; Mary- 
land, Laws of 1927, Chapter 350; Mississippi, Chapter 191, Laws 
of 1928; New Hampshire, Laws of 1927, Chapters 37 and 104; 
New York, Laws of 1928, Chapter 330, Art. 10-A, Sec. 248-p. 


18Connecticut, Acts of 1925, Chapter 239; Georgia, Acts of 
1927, page 101 at 102; Ohio, Laws of 1927, page 103 at 104; 
Oregon, Laws of 1927, Chapter 118; Pennsylvania, Acts of 1925, 
page 717 at 718. 

19Colorado, Delaware, Massachusetts, New Jersey, Rhode Island, 
Tennessee, Vermont, Virginia, Chapter 45, Laws of 1928, effective 
January, 1929. 

2Alabama, Nevada, Florida, District of Columbia. 

210hio, Laws of 1927, page 103, at page 104—‘“Except that 
the inheritance tax imposed by this Chapter in respect of per- 
sonal property, except tangible personal property having an actual 
situs in this state, shall not be payable if the laws of the state, 
territory or country of residence of the transferor at the time of 
his death contained a reciprocal exemption provision under which 
non-residents were exempted from transfer or death taxes of 
every character in respect of personal property, except tangible 
personal property, having an actual situs therein, provided the 
state, territory or country of residence of such non-residents 
allowed a similar exemption to residents of the state, territory 
or country of residence of such transferor.”’ 

228upra, Note (19). 

22(a)See in this connection, Bliss v. Bliss, 221 Mass. 201, 109 
N. B. 148; Dawson v. Davis, 88 Kas. 849, 129 Pac. 1197; State v. 
Probate Court, 128 Minn. 371, 150 N. W. 1094. 
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The position taken by officials in Ohio and Oregon 
corresponds with the views of those favoring the re- 
tention of the Federal Estate Tax with the credit pro- 
visions in favor of ‘state taxes. The purpose, of 
course, is to retain death taxes as part of the state 
system of taxation. With the Federal Estate Tax 
what does it avail a resident of New York to become 
domiciled in Florida? In the one case he pays to the 
Federal Government, in the other case he pays to the 
state. But in both cases he pays, and as a matter of 
fact the resident of Florida may be worse off because 
his intangible property may be taxed in several states, 
whereas personal property belonging to residents of 
New York is taxed only in New York, provided the 
other states having jurisdiction to tax are reciprocal. 
The whole complexion of the situation, however, would 
be changed if the Federal Estate Tax law or the credit 
provisions were repealed. Then the resident of 
Florida might have a real advantage. 


This sort of interpretation may well lead to serious 
disturbances in the salutary movement now under way. 
For example, Connecticut exempts certain kinds of 
intangible personal property of non-resident decedents 
and provides for reciprocal exemption when property 
of this character in estates of Connecticut residents is 
not taxed in other jurisdictions. New York exempts 
personal property of non-residents except tangible per- 
sonal property having an actual situs within the juris- 
diction, provided the state of the deceased non-resident 
imposed no tax on such property or allowed a similar 
exemption in respect of such property to residents of 
New York. Does Connecticut grant a similar exemp- 
tion? Therefore, is New York reciprocal with Con- 
necticut? Several other states have provisions in lan- 
guage identical with the New York provision. It 
should be noted that Connecticut is listed as a recipro- 
cal state by New York, and the other states but by 
virtue of administrative ruling. Would it be possible 
for the taxing authorities to refuse reciprocity under 
the provisions of their statutes? It is evident, there- 
fore, that the proper treatment would be to provide in 
explicit language when reciprocity is accorded for the 
purpose of eliminating uncertainty, both in the statute 
and in resulting administrative ruling. 


Another point worthy of note is that which con- 
cerns the date at which reciprocity begins. Generally 
the date of death controls.“ Therefore, California as 
an example grants reciprocity to non-resident decedents 
whose state of residence did not impose a tax on in- 
tangibles or granted reciprocity at the date of death. 
This is a desirable feature since all states passing legis- 
lation at a later date are included as of the effective 
date of the enactment of the statute but not before. 
Therefore, California with a statute effective July 29, 
1927, does not in June of 1928, grant reciprocity to 
Maine residents owning property in California, since 
the Maine statute is effective on July 1, 1928. Cali- 
fornia and Maine become reciprocal on July 1, 1928.” 


New York grants reciprocity to residents of states 
which at the time of the transfer granted reciprocity 
or imposed no tax. “Transfer” probably will be in- 





23Laws of New York, 1928, Chapter 330, Art. 10-A, Sec. 248-p. 


THE NATIONAL INCOME TAX MAGAZINE 


November, 1928 


terpreted to mean the passing at death and not the date 
of the actual transfer of the property. Otherwise 
transfer to take effect in possession and enjoyment at 
or after death made in 1915 would not receive the 
benefit of reciprocal exemption, since the modern reci- 
procity movement does not go back so far. The situa- 
tion in New York today is interesting and complex, 
The reciprocity provision of the 1925 statute, being an 
inseparable part of the flat rate plan, fell under the 
ban of Smith v. Loughman. The 1928 statute sought 
to re-enact retroactively reciprocity. Administrative 
officials of some states, however, refuse to list New 
York as reciprocal for the period between July 1, 1925, 
the date of the enactment of the invalid law and March 
12, 1928, the date of the enactment of the new law. 


Maryland is more liberal in its statutes by making 
the controlling date “the time of distribution, transfer 
or other disposition.” Here, even though at death 
there were no statutory provision for reciprocity, if 
before distribution a law were enacted to such effect, 
the beneficiaries of the non-resident of Maryland 
would be benefited.* 


Another feature is that reciprocity has been granted 
to citizens of other states or territories, and by statute 
the District of Columbia and the possessions™ of the 
United States have been defined as states and terri- 
tories. Connecticut even goes so far as to provide that 
“state” shall be construed to include any territory of 
the United States, the District of Columbia, and any 
foreign country. 


In closing it should be noted that the failure to 
define tangibles and intangibles may lead to trouble. 
What may be tangible in one state may be intangible in 
another. Such a situation might result in much con- 
fusion and trouble. Blodgett v. Silberman,” recently 
decided by the United States Supreme Court, shows 
the possibility of such misunderstanding. It is sug- 
gested that the reciprocal states should by statute 
undertake to define the terms and to agree on the 
meaning thereof. 


Consider the case of bonds secured by mortgage on 
real estate situated in Massachusetts. There is no 
question that these bonds are interests in real estate 
within the meaning of the inheritance tax law of Mas- 
sachusetts and would be taxed as such if held by a 
resident of New York. Note that in New York, such 
bonds are treated as personal property. The reciproc- 
ity provisions of the two states grant reciprocal ex- 
emptions where personal property is not taxed in the 
other state. Will New York refuse to grant reciprocal 
exemption to a resident of Massachusetts owning a 
bond secured by real estate situated in New York on 

(Continued on page 425) 


24California probably will not grant reciprocity to a resident of 
Massachusetts whose death occurred prior to July 29, 1927, 
although Massachusetts did not tax intangibles of non-resident 
decedents on that date, since the statute will likely be con- 
strued to operate prospectively and not retroactively. 

24(a)'There has been no official ruling on this point. 

23See Statutes cited in Notes (17) and (18). 

2648 S. C. Rep. 410. In that case it was contended by Con- 
necticut, the state of domicile, that cash in safe deposit boxes 
in New York was intangible personal property and taxable in 
Connecticut. The court, however, held that such cash was 
tangible personal property and under the holding of Frick v. 
Pennsylvania, 268 U. S. 473, taxable only in New York. 
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American Concerns Doing Business in 
France Faced With Double Tax 


MERICAN firms doing business in France in 

the form of French subsidiary corporations 
will be required to pay many millions of dollars in 
additional taxes if the French Supreme Court sus- 
tains the decisions of the lower courts, which hold 
in effect that in the future an American ccncern 
doing business in France through a “société ano- 
nyne,” or legally organized subsidiary must pay a 
double tax on its profits. Under the existing French 
tax laws all French companies pay an 18 per cent 
profits tax and this tax has heretofore been applied 
equally to American companies. The New York 
Times, October 17, gives the following version of de- 
velopments in the litigation: 

In the current test cases—one against the Boston Blacking 
Company, which operates a factory in France, and another 
against a large Swiss manufacturing company—the Govern- 
ment lawyers contended and the court finally ruled that all for- 
eign companies must pay another 18 per cent after the original 
18 per cent tax had been paid. 

The Government position is based upon the theory that the 
profits remaining after the payment of the first profits tax 
constitute the profits of an American “parent” company on its 
French business and that therefore the American company must 
also pay the French profits tax. 

If the Court of Cessation—the French Supreme Court sus- 
tains the decisions of the two lower courts, as many business 
men fear it will, foreign companies, including American con- 
cerns, will be obliged to pay a 36 per cent tax on their annual 
business here. . 

American officials are closely watching the outcome of this 
important appeal, for should it go against the very considerable 
American interests at stake, many American companies will be 
faced with the necessity of closing down in France and remov- 
ing their bases of operations to another European country. 

Curiously enough those comparatively few American com- 
panies which do business here through agents are free from 
the operation of the profits tax. Hence, it is pointed out that 
should the double tax be maintained many American companies 
might see fit to withdraw from France but to continue their 
French business through agents. 


Big Banks Also Affected 


It is difficult, at this time, to estimate the exact amount of 
money which application of the double tax on profits would 
exact from American business in France, but well-informed 
officials have expressed the opinion that it would “run into 
many million dollars.” 


Attention has been drawn to the large number of large Amer- 
ican industries which have factories in France employing thou- 
sands of workmen. In addition several large American banks 
with French branches would also be affected. Since the war 
large sums of money have been invested by American com- 
panies in France in factory construction, and many older com- 
panies which were established here before the war have made 
extensive improvements and expansions. 


While American business men are still watchfully waiting, 
it is thought likely that the State Department will certainly 
receive protests should the French tax authorities begin their 
effort to collect the double tax. As a matter of fact the Tax 
Department is now said to be making plans to collect the addi- 
tional 18 per cent and several firms have already been visited 
by inspectors. 

In discussing the situation, business circles appear to take the 
view that the matter will very probably be taken up in connec- 
tion with whatever consideration may be given in the future 
to French demands for tariff concessions. 


See Special Treaty Needed 


The French, it is asserted, are greatly annoyed over the fail- 
ure to date of the American Government to put into effect the 
tariff modifications which they expected as a result of the long 
drawn out tariff negotiations between Washington and Paris 
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last Spring. In return for favorable treatment accorded to 
American goods shipped into France, France asked for certain 
concessions on the part of the American Government and the 
French say they are still waiting, although at the time it was 
understood that immediate attention would be given to the 
question. 

If the Supreme Court confirms the decisions of the lower 
courts, the need for a special treaty between France and the 
United States covering corporations of the respective countries 
will be an urgent necessity, for, in the contention of the French 
Government, the Franco-American Consular Treaty of 1853, 
setting forth the principle of equality of treatment for the 
nationals of the two nations, does not apply to business concerns. 





Amendments of Regulations 


‘i. CONFORM with the decision of the Supreme 
Court of the United States in the case of the 
National Life Insurance Company v. United States, 
decided June 4, 1928, Articles 681 of Regulations 62, 
65 and 69 have been amended.—T. D. 4231, VII-43-15. 

The Supreme Court held that the provision of Sec- 
tion 245 (a) (2), Act of 1921, insofar as it undertook 
to abate the 4 per cent deduction for the mean of the 
reserve fund of a life insurance company, required by 
law and held at the beginning and end of the year, by 
the amount of interest received from tax exempt secur- 
ities, is invalid. The decision is applicable also to Sec- 
— 245 (a) (2) of the Revenue Acts of 1924 and 


The first sentence of Article 681 of Regulations 62, 
as amended, reads as follows: 

“Art. 681. Reserve funds——Under paragraphs (1) and (2) 
of Section 245(a), life insurance companies are entitled to 
deduct from gross income: (1) Interest which is exempted in 
the case of other taxpayers by Section 213(b) (4) and Articles 
74-83; and (2) 4 per cent of the mean of the reserve funds 
specified in Section 245 (a) (2) held at the beginning and end 
of the taxable year without any abatement on account of tax- 
exempt interest.” 

The first sentence of Article 681 of Regulations 65 
is amended to read: . 

“Art. 681. Reserve funds.—Under paragraphs (1) and (2) 
of Section 245 (a), life insurance companies are entitled to 
deduct from gross income: (1) Interest which is exempted 
in the case of other taxpayers by Section 213(b) (4) and Arti- 
cles 74-82; and (2) 4 per cent of the mean of the reserve funds 
specified in Section 245(a)(2) held at the beginning and end 
of the taxable year, without any abatement on account of 
tax-exempt interest.” 

The first sentence of Section 681 of Regulations 69 
is amended to read: . 

Art. 681. Reserve funds.—Under paragraphs (1) and (2) of 
Section 245 (a), life insurance companies are entitled to deduct 
from gross income: 

(1) Interest which is exempted in the case of other tax- 
payers by Section 213 (b) 4 and Articles 74-82; and 

(2) Four per cent of the mean of the reserve funds specified 
in Section 245 (a) 2 held at the beginning and end of the tax- 
able year, without any abatement on account of tax-exempt 
interest. 


HE TREASURY rules for reopening of refund 

claims have been amended by T. D. 4235, which 
revokes T. D. 3240, 5 C. B. 313. The new ruling is as 
follows: 

I. Claims Disallowed Prior to May 29, 1928, in which the 
Period of Limitation for Bringing Suit Has Expired—(a) Ifa 
claim for refund or credit of an internal revenue tax was dis- 
allowed prior to May 29, 1928, and if the period of limitation 
for bringing suit in court has expired, such claim will be 
reopened if, but only if— 

(1) The ruling pursuant to which the claim was disallowed 
was reversed by the Commissioner of Internal Revenue and an 
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application for reopening was filed after such reversal and prior 
to the expiration of such period of limitation; or 


(2) The refund or credit is properly allowable under a court 
decision or a decision of the Board of Tax Appeals and a 
case or an appeal involving the point upon which the refund 
or credit is allowable was pending after the disallowance of the 
claim and prior to the expiration of such period of limita- 
tion; or 

(3) The refund or credit is properly allowable under a court 
decision or a decision of the Board of Tax Appeals to which 
the applicant was a party and the adjustment in accordance 
therewith requires a compensating adjustment (such as an 
adjustment in inventory, or invested capital, or the shifting of 
an item of income or loss from one taxable period to another) 
for one or more other taxable periods, and the application 
requests the reopening of the case for such other taxable 
periods; or 

(4) The claim is based upon a question of fact and either 
(a) evidence of such fact was presented, in respect of the 
taxable year involved, prior to the expiration of such period 
of limitation, or (b) evidence of such fact was duly presented 
for another taxable period and an adjustment for such period 
accordingly made which requires a compensating adjustment 
(such as an adjustment in inventory, or invested capital, or 
the shifting of an item of income or loss from one taxable 
period to another) for one or more other taxable periods, and 
the application requests the reopening of the case for such other 
taxable periods, or (c) evidence of such fact was duly pre- 
sented and a determination made in the closing of a case of 
another taxpayer and such determination decreases the tax 
liability of the applicant (such as a corporate distribution and 
a stockholder’s liability in respect thereof, a determination of 
the distributive share of partners, the liability of a trustee and 
of a beneficiary, the liability of an estate and a decedent or of 
an estate and a distributee and the determination of the owner- 
ship of property). 
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(b) In no event will any such claim be reopened— 

(1) Unless an application for reopening has been filed with 
the Commissioner of Internal Revenue on or before January 
31, 1929; and 

(2) Unless the refund or credit is properly allowable; and 

(3) Unless the specific ground upon which the refund or 
credit is allowable was stated in the claim, or in an amendment 
thereof made prior to the expiration of the period of limita- 
tion upon the filing of a claim for refund or credit; and 

(4) Unless the application for reopening states specifically 
the circumstances upon which the application is based. 

{c) In no event will a refund or credit be allowed except to 
the extent that it is allowable on the merits without regard to 
any bar of the statute of limitations upon assessment or col- 
lection in respect of the taxable period involved and of each 
taxable period in which a compensating adjustment should be 
made; and in no case will the amount of the refund or credit 
exceed the amount properly refundable in respect of the 
grounds stated in the claim. 

II. Claims Disallowed on or after May 29, 1928.—A case 
in which the claim was disallowed on or after May 29, 1928, is 
governed by Section 608 of the Revenue Act of 1928, and no 
such case will be reopened if, under the provisions of such sec- 
tion, a refund would be considered erroneous. 

III. Reopening Prior to the Expiration of the Statute of 
Limitations—Any claim which has been disallowed will be 
reconsidered and allowed, at any time prior to the expiration of 
the statute of limitations for bringing suit, if it clearly appears 
that the claim should be allowed on the merits. No reopening 
or application for reopening will extend the period within which 
suit must be brought, nor will a reconsideration of a claim 
be considered as a reopening. ' 

of Revocation of T. D. 3240—T. D. 3240 is hereby re- 
voked. 

Signed by D. H. Blair, Commissioner of Internal Revenue, 


and approved, October 23, 1928, by A. W. Mellon, Secretary 
of the Treasury. ' ' 








Court Decisions 


Club Dues—Taxation.—The Manufacturers’ Club of Phil- 
adelphia is a social club within the meaning of the 1921 and 
1924 Acts, its social activities being so extensive as to be a 
material part of its activities, and not merely incidental to 
its main purpose, the dues to which are subject to the dues 
tax imposed by such Acts.—Court of Claims of the United 
States in John Fisler v. The United States. No. E-450. 

Estates and Trusts.—Annual amounts irrevocably assigned 
to her husband and children by the beneficiary of a trust 
fund from the income of such fund are income to the as- 
signees and not to the assignor, the assignor thus disposing 
of a vested estate in a trust fund,and the state law (New 
Jersey) not prohibiting a wife making a gift to her husband 
of her separate estate.—District Court, Dist. of New Jersey 
in Alice B. Young v. Edward E. Gnichtel, Collector. 

Losses—Sale of Property.—A deductible loss on the sale 
in 1917 of property acquired prior to March 1, 1913 at a 
price less than the cost but greater than the March 1, 1913, 
value, was sustained under the Act of 1916 in the difference 
between the cost and the selling price—District Court of 
the United States, Dist. of Mass., in Charles S. Smith v. Mal- 
colm E. Nichols, Collector. Law No. 2522. 

Partnership Income.—Proceeds from the sale in 1920 by 
a partnership, organized to acquire certain land and drill oil 
and gas wells thereon, of ownership certificates entitling the 
owners to a share in future net earnings, if any, which pro- 
ceeds were used for drilling and operating oil and gas 
wells, were held to be capital and not income to the partner- 
ship. The decision of the Board of Tax Appeals, 7 B. T. A. 
391, was reversed.—United States Circuit Court of Appeals, 
Third Circuit, in R. E. Thompson v. Commissioner of Internal 
Revenue. No. 3784. March Term, 1928. 

Personal Service Classification—A corporation operating 
a girls’ boarding and day school was denied personal service 
classification under the 1918 Act, income not being ascrib- 
able primarily to the activities of its principal owners or 
stockholders and capital being a material income-producing 
factor.—District Court of the United States, E. Dist. of 


Penn. in The Shipley School, a Corporation, v. McCaughn, 
Collector. 





_ A corporation in the business of purchasing and exporting 
iron, steel, metals and machinery for principals in foreign 
countries on a commission basis, was held to be entitled to 
nominal capital classification for 1917 and personal service 
classification for 1918, and to a refund in the difference be- 
tween the tax paid for such years and the amount of taxes 
owed by the stockholders thereof for 1918 upon their unre- 
ported distributive shares for such year, collection of which is 
barred by the statute, with interest thereon—Court of Claims 
of the United States in L. E. Frenkel, Inc., v. The United 
States, No. F 374. 

Salaries, Reasonable.—Salary paid an officer of a corpo- 
ration (who owned 95 out of 150 outstanding shares of the 
corporation) for services in the fiscal year 1920 in excess of 
that allowed by the Commissioner, under a contract pro- 
viding for commissions of a percentage of 20 per cent of 
the gross receipts up to $200,000 and 25 per cent of the 
gross receipts over $200,000 in addition to a fixed salary of 
$1,100 per month, subject to the provision that such officer 
was to refund the amount of any loss resulting from the 
payment of the commissions, was held to be unreasonable 
on the record.—Dist. Court of the United States, E. D. of 
Va., in H. L. Trimyer and Co., Inc., v. Noel, Collector. 

Transfers in Contemplation of Death.—The presumption 
that transfers of securities as gifts in 1921 by a decedent 
dying at the age of eighty-eight, less than two years prior 
to her death, were made in contemplation of death was held 
to have been overcome by the evidence, which established 
that at the time of the transfers the decedent did not expect 
death in the very near future, and that the transfers were 
actuated by the recommendation of the decedent’s attorney 
as to the condition of her property, and by a desire that the 
donees enter upon the enjoyment of the gifts without being 
obliged to wait until her death—Court of Claims of the 
United States in Robert E. Safford and William Mason Smith, 
Executors, v. The United States. No. H-107. 





1The return of the corporation for the year in question showed 
a loss of $9,999.11, which amount the plaintiff refunded. The 
return also showed that after allowing for this refund the plain- 
tiff received by way of regular salary $13,200 and by way of 
commissions, $24,075.29, or a total of $37,275.29. The Commis- 
sioner allowed $15.000 of this amount and assessed the corpora- 
tion for the remainder, $22,275.29. 
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Tax Cases Recently Denied a Review 


by the United States Supreme Court 


ANY tax cases are being eliminated from the 

calendar of the United States Supreme Court 
by denial of petitions for writ of certiorari. Following 
is a list of cases which have been refused a review 
since the beginning of the October term. In each 
instance a summary of the decision from which an 
appeal was sought is given. 


Baker & Taylor Company v. United States, Docket Nos. 
248-249.—Amount paid in income bonds may not be included 
in invested capital for 1917 to 1921, inclusive, where issued in 
payment of the good-will of a corporation, the charter of 
which had expired, by a corporation which acquired the net 
assets other than good-will of such corporation in exchange for 
stock, and the bonds were to be redeemed on or before a 
specified date from the net earnings of the corporation.— 
United States Circuit Court of Appeals, Second Circuit. 

California Wine Ass'n of New York, Inc., v. The United 
States, No. 140.—Sum paid in compromise of penalties where 
the terms of the compromise referred to violations of the 
Revenue Act of 1916 requiring certain returns by proprietors 
of “bonded premises” which had been repealed at the time of 
the alleged violations in 1919, were held not recoverable 
because the Act of 1918, then in force, contained materially 
the same provisions——Court of Claims of the United States, 
No. E-115. Decided Feb. 20, 1928. 

Consolidated Gas, Electric Light & Power Co. of Baltimore 
vy. U. S., No. 233.—Amounts subscribed to war funds of Red 
Cross, Y. M. C. A. and other agencies held not deductible as 
business expenses by Court of Claims, No. D-723. Decided 
April 2, 1928. 

Cortez Oil Company v. The United States—The income of 
a non-Indian lessee derived in 1920 from a lease of restricted 
Indian lands is taxable—Court of Claims of the United States, 
No. F-396. Decided Jan. 9, 1928. 

Fourth and Central Trust Company of Cincinnati, O., 
Executor, Estate of James E. Mooney, v. The United States, 
No. 175.—Deduction for Federal estate tax may be made by 
an estate keeping its accounts on the cash receipts and dis- 
bursements basis only in the taxable vear or years in which 
actually paid, on authority of Mitchell v. United States, 271 
U. S. 9—Court of Claims of the United States. Decided 
Jan. 16, 1928. 

Wm. H. Haar v. United States—The Commissioner had 
authority, under Sec. 250 (d), Act of 1921, to make an emer- 
gency assessment for the years 1917 to 1921 without the neces- 
sity of any return at all as a basis for suit where the taxpayer 
had made no return or a false return—United States Circuit 
Court of Appeals, Fifth Circuit, No. 5188. Decided June 29, 
1928. 

Hord Grain Co. v. Blair, Docket No. 231.—The special 
assessment provision of the 1918 Act applies to the entire 
1918 fiscal year and the excess profits tax may not be com- 
puted according to the normal methods of the 1917 Act for 
the part of the fiscal year falling in 1917 and under the special 
assessment method of the 1918 Act for the part falling within 
the year 1918—Board of Tax Appeals, 6 B. T. A., 549, 
affirmed.—Decision of Court of Appeals of District of Colum- 
bia, No. 4632, decided April 2, 1928. 

Johnson et al., Beneficiary v. United States, No. 228—A ‘will 
providing for the accumulation in trust of the income of 
property held in trust was construed to create one trust, taxable 
as a single entity, rather than three separate trusts, taxable as 
separate entities, even though it in part provided for “dividing 
the said trust fund * * * into three equal parts, one of the 
said parts to be held for each of my’ said children.”—Court of 
Claims of the United States, No. E-375. 

Mathiessen, Jr., v. U. S—Gain or loss resulting from sale 
of stock acquired during 1918 by a residuary legatee under a 
will should be computed on the basis of the fair value of the 
stock as of the date it was distributed to such legatee, and not 
the value of the stock at date of death. The stock was held 
to be distributed when, pursuant to a written instrument exe- 
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cuted before the will had been filed for probate, under which 
the executors and trustees under the will who were residuary 
legatees set over, assigned and delivered to each legatee his 
proportionate share of the residuary estate, each legatee re- 
ceipting therefor, and not when new stock certificates were 
issued by the corporation in their names.—Court of Claims of 
the United States. Decided Nov. 7, 1927. 

McCandless v. U. S. Board of Tax Appeals, No. 300.—Man- 
damus will not issue to compel the Board of Tax Appeals to 
enter as its decision the decision of the Division which heard an 
appeal and which the Board reversed upon review after the 
expiration of the thirty-day period when the decision of the 
division is by statute made final, the taxpayer having an ade- 
quate remedy in law.—Court of Appeals, District of Columbia, 
No. 4714. 

Frank H. Mesce v. The United States, No. 232.—Building 
expert retained by Board of Local Improvements, Chicago, in 
connection with the valuation of buildings affected by certain 
local improvements held not an officer or employee of a state 
or subdivision thereof and therefore income received during 
1920 and 1921 from such service is taxable-—Court of Claims 
of the United States; No. E-558. Decided Jan. 16, 1928. 

Edgar J. Phillips, et al., Executors, v. Edward E. Gnichtel, 
Collector—The transfer, admitted to have been in contempla- ~ 
tion of death, by the decedent of stock of a corporation to him- 
self in trust for his wife with remainder over to their children 
in consideration for the transfer of stock of a lessor amount 
by his wife to herself in trust for the decedent with remainder 
over to their children was held not to be in substance a “bona 
fide sale for a fair consideration in money or money’s worth” 
within the meaning of Sec. 302 (c), Act of 1924, and the 
value of such stock should be included in the decedent's gross 
estate.—United States Circuit Court of Appeals, Third Circuit, 
No. 3753. Oct. Term, 1927. 

J. R. Poste v. The United States, Docket No. 236.—Dividends 
declared and paid during the year 1917 are taxable at 1917 
rates to the extent that the distributing corporation had profits 
which were earned during the period from January 1, 1917, to 
the date of payment of the dividends, and not to the date of 
declaration thereof.—Court of Claims of the United States, 
No. D-788. April 2, 1928. 

Richards v. U. S., No. 348.—Suit by a member of the Choc- 
taw tribe of Indians for refund of taxes, admitted to have 
been erroneously collected, may not be maintained where claim 
for refund therefor was not filed within the statutory period 
on claims for refund.—U. S. Circuit Court of Appeals, Eighth 
Circuit, No. 7977. 

John G. Rouse, Executor, v. The United States, No. 393.— 
The provision of Sec. 301¢b), Act of 1924, allowing a maxi- 
mum credit against the tax imposed by Section 301(a), Act 
of 1924 (as amended by Sec. 322, Act of 1926), for estate, 
inheritance, legacy or succession taxes actually paid to any 
state, etc., of 25 per cent of the Federal estate tax imposed by 
such Act, held unconstitutional on authority of New York Trust 
Co. v. Eisner, 256 U. S. 345, and Florida v. Mellon, 273 U. S. 
12.—Court of Claims of the United States, No. H-400. De- 
cided May 28, 1928. 

Mary Roxburgh v. The United States—In computing the 
taxable income of a beneficiary receiving the entire net income 
of one-half of a residuary estate during her natural life, un- 
diminished by amount of depreciation taken by trustees on 
return of the estate, may not deduct therefrom under the 1918 
Act one-half of the depreciation deducted on the return of the 
estate-—Court of Claims of the United States. Decided Nov. 
7, 1927. 

James A. Sackley Company v. The United States, No. 121.— 
Income received in 1917 from street paving contracts awarded 
by boards of local improvements of two Illinois municipalities 
was not exempt as compensation received by an employee of a 
municipality—Court of Claims of the United States, No. E-342. 
Decided April 2, 1928. 

Tucker v. Alexander, No. 283.—The March 1, 1913, value of 
stock acquired prior thereto based upon the net worth of the 
corporation at such date was reduced by the value of real 
estate transferred shortly thereafter by the corporation to 
another corporation organized to take over such assets, the 
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WASHINGTON'S 
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World famous for its incompar- 
able cuisine and the high quality 
of its service The Mayflower offers 
everything that could be desired 
for the comfort and convenience 
of its guests. 
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‘THE Administration is now of the opinion that the threat- 
ened deficit at the close of this fiscal year will be averted 
unless Congress authorizes large appropriations which are now 
unforeseen. A considerable saving is anticipated as a result of 
the sale of government-owned ships which have been operated 
at a loss. Income tax collections during September were only 
about $750,000 below the collections for September of last year. 

In an address before the fifteenth annual meeting of the 
business organization of the government, delivered on June 11, 
President Coolidge stated that receipts for 1929 were estimated 
at about $3,707,000,000 while estimated expenditures were ten- 
tatively placed at $3,801,000,000. These estimates appeared to 
forecast a deficit of close to $100,000,000. Since then, as a 
result of adjustments both in anticipated receipts and expendi- 
tures, the danger of a deficiency, for the current fiscal year 
apparently has been removed. 

At the same time the tentative budget for all purposes for 
the fiscal year 1930 was placed at $3,700,000,000. This figure, 
President Coolidge stated, covers tax refunds, permanent and 
indefinite appropriations, the postal deficit and funds for ex- 
traordinary new projects, amounting in all to $460,000,000, 
which were not included in the maximum for 1929. The 
amount contemplated in the 1930 restrictive figure for the 
ordinary routine operations of government is really less by 
$60,000,000 than the availability for these purposes in 1929. 






"THE Bureau of Internal Revenue is meeting with marked 
success in the settlement of tax cases, and to this accom- 
plishment an important contribution is being made by the field 
representatives of the Special Advisory Committee. The field 
organization and its procedural methods are described by C. T. 
Hoffman, member of the Special Advisory Committee, in the 
October Internal Revenue News as follows: 

“There are 33 revenue agents who act as representatives of 
the special advisory committee in the field located at offices of 
internal-revenue agents in charge at various points in the coun- 
try. These agents, after a period of intense training on the 
work of the committee at Washington, have been designated its 
representatives in the field for the purpose of assisting the com- 
mittee in closing cases and relieving congestion before the 
Board of Tax Appeals, but primarily to provide, where advis- 
able, a means of having proposals for settlement discussed at 
a place most convenient to the taxpayer. Each representative 
is attached to the office of a member of the committee and all 
cases acted upon by a field representative are submitted for 
approval by the committee. Following is the name and location 
of each representative: 

“Atlanta, Charles R. Carter; Baltimore, Charles D. Hahn; 
Boston, E. J. Keelan; Brooklyn, A. F. Olsen; Buffalo, W. G. 
Knorr; Chicago, Charles R. Grauer; Cincinnati, William H. 
Thorpe; Cleveland, E. C. Ely; Columbia, E. L. McCants; 
Dallas, J. T. Hughes and J. C. Judge; Denver, H. N. Heacock 
and C. H. McGuire; Detroit, George W. Nash; Greensboro, 
E. J. Smathers; Huntington, J. J. Morgan; Indianapolis, W. 
P. Billings; Jacksonville, N. C. Bailey; Louisville, H. H. 
Mathis; Milwaukee, E. J. Nelson; Nashville, N. F. Richard- 
son; New Haven, D. C. Rausch; New York (second), J. J. 
Beirne; Oklahoma, O. F. Weberbauer; Omaha, Charles B. 
Peery; Philadelphia, Gustave Lexman; Pittsburgh, H. P. 
Miller; St. Louis, S. S. Sinclair; St. Paul, C. W. Rink; Salt 
Lake, John T. Greene; San Francisco, T. E. Collins and Wil- 
liam G. Wilker; Seattle, George C. Early. 

“The work of committee representatives in the field follows 
the same line as that of the conferees in the office of the com- 












‘eat- 
rted 
now 
t of 
ated 
only 
rear. 
the 
11, 
ated 
ten- 


‘ked 


held 
field 


the 


3 of 
s of 
yun- 
the 
1 its 
om- 
the 
vis- 
1 at 
tive 
all 
for 
tion 








November, 1928 





mittee at Washington, D. C. Cases that arise for settlement 
in the Washington office, which may, with more convenience 
to the taxpayers involved, be handled under a proposal for set- 
tlement in the districts where representatives are located, are 
forwarded to such representatives to effect settlements where 
possible. The representatives arrange and conduct the needed 
conferences, prepare the required memoranda, and therewith 
return the cases to the committee in Washington.” 


A MEMBER of the New York Stock Exchange was ex- 
pelled from membership on October 25, after conviction 
by the Governing Committee of “defrauding and planning to 
defraud the United States Government and the State of New 
York of income taxes properly due them.” This is the first 
time that a member has been expelled from the exchange on 
such a charge. 

Charges were preferred under a section of the constitution 
which provides that “a member who shall be adjudged by a 
two-thirds vote of all the existing members of the Governing 
Committee to be guilty of fraud or of fraudulent acts shall be 
expelled.” 


"THE tax controversy between the Treasury Department and 
Senator James Couzens is apparently concluded. While no 
official statement has been issued in the matter, indications are 
that the government will not appeal from the decision of the 
Board of Tax Appeals, which not only did not approve the 
additional assessment of nearly.$10,000,000, on account of the 
sale in 1919 of stock of the Ford Motor Company, but gave 
Senator Couzens a basis for a claim for refund. It is probable 
that the Treasury Department will be well satisfied if action is 
not brought for a refund of taxes. 


"THE increasing use of public highways by buses and trucks 
is providing a new tax problem throughout the nation. 
Endeavor is being made in various states to effect a means 
whereby the motor carriers will contribute a larger share to 
the building and maintenance of the roadbeds which they use, 
and naturally the railroads which provide their own rights of 
way and with whom commercial motor vehicles used as com- 
mon carriers are in direct competition are not disinterested 
bystanders. 

In this connection an interesting decision was recently ren- 
dered by the Supreme Court of New Jersey which held invalid 
a statute enacted last year, levying a tax of one and a half 
cents a mile on buses and trucks using New Jersey highways 
in interstate business as common carriers. 

After citing that, by Article 1, Section 8, of the Federal 
Constitution, Congress has all power to regulate interstate com- 
merce, the court said: 

“The tax upon the use of highways in interstate commerce 
is in substance a tax upon the transportation of the goods or 
persons carried, and is obviously a burden upon such interstate 
commerce, and an interference with the powers of Congress in 
that behalf. 

“The proceeds of the tax were to have been used for State 
highways. For the purposes of the suit the complainants were 
divided into three classes comprising 23 trucks, five-passenger 
vehicles and one carrier engaged in private transportation under 
a contract with one customer, the last named complainant was 
held not a common carrier and excluded. 

“In regard to the 23 truck owners, the court pointed out that 
the law was void because it did not impose a fee upon all users 
of the highways but only on those in interstate commerce, and 
attempted to exact a tax on the mileage in any state through 
which the truck might have come. 

“As to the five complainants carrying passengers, the court 
declared that the tax would be void because a suspension of the 
registrations of the bus owners would deprive them of the 
right of doing business and the State, even for non-payment 
of tax, cannot take away this privilege from persons in inter- 
state commerce.” 


I? has been customary to anticipate a period of credit strin- 
gency around the quarterly income tax payment dates, yet 
as a rule these dates have passed without any unusual with- 
drawals of funds from the money market, due to skillful financ- 
ing by the Treasury Department. The way in which this has 
been brought about was graphically described by Henry Her- 
rick Bond, assistant to the Secretary of the Treasury in an 
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You can employ as Your 


WASHINGTON REPRESENTATIVE 


a* ESTABLISHED organization of specialists who 
will conscientiously handle your entire business, 
economic and legal affairs with the Government. Our 
services include regular contact with all Government 
offices in representing you and obtaining information, 
special research on commercial and industrial prob- 
lems, legal counsel and representation before the Fed- 
eral Departments or Courts, and special reports on all 
Government activities relating to your specific inter- 
ests. This is a specialized service to fit your individual 
requirements at a cost commensurate with the work 
performed. 


Address the Research Division and details will be furnished 
without obligation. 


ay 


WENDELL C. HILL 


and Staff 
Consulting Economists 


Hill Building 


Visualizing Statisticians 
WASHINGTON, BD. C. Tel. Main 10492 


Letters from Washington 
on Taxes 


We write a selected list of clients a se- 
ries of letters from Washington on tax mat- 
ters which are subjects of conversation, 
but which do not ordinarily get into pub- 
lished services—the sort of thing you get 
by regular trips to Washington. Not tax 
news, nor digests of rulings, but brief re- 
ports of discussions which do not always 
appear on the surface. The letters are a 
real help to all tax men. Clients include 
tax practitioners and corporation officers. 
May we send you a copy of our latest 
letter? 


CLIP THIS COUPON TO YOUR LETTERHEAD 
The Kiplinger Washington Agency, 
National Press Bldg., Washington, D. C. 
Please send me, without obligation, a compli- 
mentary copy of your bi-weekly tax letter. 
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address at the annual meeting of the Associated Industries of 
Massachusetts at Boston, October 17. 


“The system is a curious and fortunate corollary of the prac- 
tice of permitting income taxes to be paid in four quarterly 
installments—a rule originating in 1918. In anticipation of 
these payments, a certain portion of the unfunded debt, repre- 
sented by short-term notes and certificates of indebtedness, is 
timed to mature on these quarterly dates—the 15th day of 
March, June, September and December. On the same date, 
the Treasury ordinarily borrows again, in an amount sufficient, 


with other receipts, to carry the Government until the next 
quarterly tax date. 


“Usually the maturing notes or certificates have some approx- 
imate relation in amount to the taxes to be paid, but may be 
greater or less. Having this difference in mind, the Treasury 
computes with great care its cash requirements for the ensuing 
90 days, and this is the amount of new short-term securities 
issued. Thus the taxes received are used to pay off in whole 
or large part the certificates or notes maturing on the same 
date. These transactions, often of about $500,000,000 each side, 
are thus cleared through the banks in the course of two or 
three days, without involving the withdrawal of this vast sum 
from general circulation for a single day. The new certificates 
or notes simultaneously issued have been allotted on the sub- 


scriptions received through the Federal Reserve System from 
Member Banks. 


“The proceeds are not paid into the Treasury, but in so far as 
they are not immediately needed to meet any excess of matur- 
ing debt over tax payments, are left at interest in these mem- 
ber banks. Here again, note, nothing has happened to affect 
violently the money market. Thereafter, during the 90-day 
period until the process is to be repeated, the Treasury” calls 
this money in, on a percentage basis, usually twice a week. The 
amount to be called is computed with painstaking care, every 
known factor of receipts and expenditures being weighed, and 
the ‘call’ limited to the bare necessities of the Treasury for 
the ensuing three or four days, including, of course, a reason- 
able working balance, which you will find in the Daily State- 
ment of the Treasury usually approximates $20,000,000. The 
money thus called is transferred from the special depositary 
banks to the Federal Reserve Banks, and the credits thus estab- 
lished are used in the payments of checks issued by the Treas- 
ury, these Reserve Banks acting as a clearing agency for these 
Government drafts. If balances are low, a transfer of funds 
as between Federal Reserve Banks is often necessary at the 


close of the day to maintain a debit balance in favor of the 
treasurer in each bank. 


“T have given you this somewhat detailed statement of what 
happens on each quarterly tax date, in order that you may 
clearly understand the way in which these enormous amounts 
flow in and out, as a matter of bookkeeping, with so little effect 
upon money rates and industry. It is because of this ingenious 
interlocking of the floating short-term debt with the system 
of quarterly income tax payments that transactions totaling 
usually more than a billion dollars are carried out four times 
a year and yet are practically unnoticed by any except those 
directly interested and participating. 


“It must be apparent, however, that while the plan is a rela- 
tively simple one, its operation calls for the keenest judgment 
and foresight, in order that the maturities of the short-term 
obligations may be so planned as to secure not only the most 
advantageous interest rates but operate to act as an adequate 
offset to the tax payments, which in turn must be most care- 
fully estimated. 


“Again, each new issue of certificates must be gauged in 
amount by the requirements of the next 90 days, and must be 
adequate without being excessive. 


“A careless disregard of these fundamentals would mean a 
needless interest burden and a restriction on bank credit avail- 
able for other purposes. I submit that there is no other opera- 
tion in the Government service that calls for greater wisdom, 
care and ability of the highest order. Being myself in the 
position of an interested spectator, not directly charged with 
these responsibilities, I may properly point out to you the 
acknowledged fact that in the present Secretary of the Treasury 
we have these qualifications exemplified to the highest degree.” 
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Suggestions for Consolidated Returns 
Regulations Under the Act of 1928 


(Continued from page 412) 


a member of the affiliated group should be deductible 


from the net income of the consolidated group as a 
unit. 


The second and perhaps the more difficult problem 
is the application of the net losses where there is a 
severance of affiliation. It has been held that when a 
corporation leaves an affiliated group that had sustained 
a net loss, it takes with it its proportion of the net loss. 
But this, too, overlooks the basic principle involved in 
a consolidated return, i.e., that the separate losses or 
profits of the subsidiaries do not exist as such and that 
it is only the one net result that can be considered. 


Suppose we forget for a moment that separate sub- 
sidiaries exist and consider that we have merely unin- 
corporated branches—that, after all, is supposed to be 
the practical view of a consolidated group. Certainly 
no one would contend that if an unincorporated branch 
of a business that had operated at a loss were sold, that 
loss would go with the branch and reduce the amount 
that the business as a whole could carry forward for 
net loss purposes. That being the case, is there any 
justification for a different rule merely because the 


branches are given the superficial form of separate 
corporations ? 


To answer in the affirmative would be to strike at 
the root of consolidated returns and throw overboard 
the fundamental principles that it was agreed at the 
very beginning of this article are the motivating force 
behind consolidated returns. Unless the legal entity 
theory is discarded the proper answer in matters in- 
volving consolidated returns is impossible to be reached. 
If the legal entity is forgotten, all difficulties are re- 
solved, for it then becomes apparent that when an 
incorporated subsidiary is sold (or otherwise severed 
from the affiliated group), just as when an unincor- 
porated branch is sold, the net loss previously reported 
by the consolidated group continues intact with the 
remainder of the group. If the group originally con- 
sisted of the parent and one subsidiary, the net loss 
would remain with the parent. 


Regulations on this basis would certainly carry out 
the legislative intent “to recognize the business entity 
as distinguished from the legal corporate entity of the 
business enterprise” (Report of Senate Committee on 
Finance). Furthermore, it would have in its favor 
marked simplicity of administration—a very impor- 
tant factor these days. 


* * xX 


In this discussion, only a few of the major problems 
confronting the Bureau in drafting the prospective 
regulations have been touched upon. It is, of course, 
impractical in an article of this nature to attempt to go 
into all the problems necessary of solution. However, 
it is believed that if throughout the prospective regu- 
lations the theory of consolidated return is zealously 
and consistently adhered to—treating an affiliated group 
as a single economic unit, and ignoring the multiplicity 
of legal creations—the Department will have no diffi- 
culty in reaching a proper solution. 











Nove! 


Deat 


the th 
“intan; 


The 
purpo: 
an im 
minist 
poorly 
and d 
directi 


Tax 
| 


stock 
transfe 
in the 
amoun 
the stc 
corpor 
Circuit 

Umi 
est Wi 
upon < 
was Pp 
tion a 
sioner. 

Wa 
manu 
to ext 
Decid 

San 
reside 


The 
ties 
tion 
and 
field 
Box 


Oe oe a ~ 


ro = ¢ 


November, 1928 


Death Taxes—Flat Rates and Reciprocity 
(Continued from page 418) 


the theory that Massachusetts does not exempt such 
“intangible” property ? 

The various statutes have been analyzed for the 
purpose of showing the danger of careless work on 
an important and ticklish problem. A blunder, ad- 
ministrative, judicial or otherwise, resulting from 
poorly drafted statutes may lead to misunderstanding 
and do much to undo what has been done in the right 
direction. 


Tax Cases Recently Denied a Review by 
the United States Supreme Court 
(Continued from page 421) 


stock of which was subscribed for by the stockholders of the 
transferor corporation in the proportion of their stockholdings 
in the latter, which thereupon declared a dividend of the 
amount received for the real estate, in determining gain to 
the stockholders upon the liquidation in kind of the transferor 
corporation.—United States Circuit Court of Appeals, Eighth 
Circuit, No. 7124. 

Union Pacific Railroad Company v. Bowers, No. 146.—Inter- 
est was held collectible under Section 250(b), Act of 1921, 
upon a tax shown to be due upon an amended return and which 
was paid voluntarily and without assessment before examina- 
tion and audit of the taxpayer’s original return by the commis- 
sioner.—Circuit Court of Appeals, Second Circuit. 

Walker Mfg. Co. v. U. S., No. 268.—Lifting jacks, designed, 
manufactured and sold for use with automobiles, held subject 
to excise tax.—Court of Claims of the United States, E-488. 
Decided April 16, 1928. 

Samuel Zemurray v. United States, No. 138—Appellant, a 
resident of Louisiana, denied refund of taxes, claimed on ground 
he was entitled to benefit of community property ruling under 
T. D. 3138, allowing returns on a separate basis——Court of 
Claims, No. E-428. Decided Feb. 20, 1928. 


Significant Decisions of the Board of 
Tax Appeals 


Accrued Income.—Where crypts in a mausoleum were 
sold the payments therefor to be made at specified times 
as the building progressed, and where, in case of nonfulfill- 
ment of the contract by the purchaser, all payments made 
were forfeited as liquidated damages, and where the books 
of the seller were kept on an accrual basis, Held, that all 
such payments constituted taxable gross income as of the 
date they became due or payable, irrespective of when title 
was conveyed or possession granted.—Evergreen Cemetery 
Association v. Commissioner, Dec. 4383 (C. C. H.), Docket 
No. 14272. 


Where petitioner’s books are kept on the accrual plan, in- 
come produced but held in abeyance by litigation is taxable 
for the years when produced and not for the year when actually 
received.—C. C. Harris Oil Company v. Commissioner, Dec. 
4455 (C. C. H.), Docket No. 8011. 

(Continued on page 427) 


——— 


Do You Need a Supervising or Managing Accountant? 


The advertiser has had considerable experience in the above capaci- 
ties with a large public accounting organization, including direc- 
tion of field work, tax problems, and report editing. He is certified 
and has legal training. A position is desired either in the public 
field or as accounting executive with an industrial organization. 
Box S-1, National Income Tax Magazine. 
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Announcing— 


“Capital 
Stock ae 
Without roth 
Par Value”’ 


By JoHN R. WILDMAN, 


of Haskins & Sells, 
Certified Public Accountants, 


and WELDON PowWELL. 


APITAL STOCK 
WITHOUT 
PAR VALUE 


» AWSHaw 


ERE, at last, is a readable Shametsy 

book, that brings out for 
the first time in a clear, logical 
manner, the practical aspects of no-par shares, their ad- 
vantages and disadvantages, the basic legal and ac- 
counting principles, the pivotal management and 
financial problems involved. 


Your No-Par Accounting 
Questions Answered. 


BASED on broad intimate experience and careful 
research, “Capital Stock Without Par Value” 
deals from end to end with practical problems that 
every active accountant is apt to face. To illus- 
trate. In accounting: for no-par shares—What con- 
stitutes profits? How to handle Values and Profits? 
Profits and Surplus? Capital stock and surplus? 
Determining capital and profits? Again, in chang- 
ing from par shares to no-par shares, the authors 
outline the necessary bookkeeping procedure, ex- 
plain the writing down of intangibles, the effect 
upon capital stock and surplus, and so on. 
And the problems to consider when “stated capital’ 
and “stated share value” is required; in preferred 
shares without par value, cash dividends in rela- 
tion to no-par stock—these every accountant will 
want to know about. 


Digests of All State 
No-Par Statutes 


You will find this fact-packed book quite unlike 

any other ever before published in this highly 
technical field. It is replete with illustrative ma- 
terial, facts, figures, and incident which make even 
the most complicated points stand out noonday 
clear, and supplemented by digests df the no-par 
statutes of nearly every state in force when writ- 
ten, and an unusually complete bibliography. It is 
a real desk-partner. Why not look over a copy? 


546 pages. Size 544 x 8% inches. Illustrated. 


eT FREE EXAMINATION COUPON———=-——-—- 


A. W. SHAW COMPANY, 
Cass, Huron and Erie Streets, Chicago. 

Send me on approval, postpaid, Wildman and Powell’s “Capital 
Stock Without Par Value”. Within five days after its receipt I’ll 
send you $5.25 or return the book. 
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Federal Income Taxation 


JOHN WILEY & SONS, Inc., take pleasure in 
announcing the publication of FEDERAL INCOME 
TAXATION by Dr. Joseph J. Klein, former President 
of the New York State Society of Certified Public 
Accountants, and lecturer on Income Taxation at the 
College of the City of New York; member of the New 
York Bar and Senior member of Klein, Hinds and 
Finke, Certified Public Accountants. 


Available January, 1929 


JUST as Dr. KLEIN succeeded in his “Elements of Ac- 
counting” in bridging the gap between bookkeeping and account- 
ing so this forthcoming book will bridge the gap between the 
layman’s knowledge and the tax expert’s special technique and 
experience. 

In “Federal Income Taxation” the author has attempted to 
give those attorneys and accountants who failed to become 
familiar with the earlier revenue acts, a new opportunity to 
acquire in a comparatively brief period of time a professional 
familiarity and understanding of the law. Likewise the be- 
ginner in accounting work will find this new book a sound and 
workable approach to the intricacies of the tax law. Both the 
expert and the novice will find it a valuable reference work 
to the 1928 act and to all of the earlier acts, still of practical 
importance. 


A 1928-1929 Reference Book 


Every phase of income, all the ramifications of deductions, the 
calculation of the amount of tax, the filing of returns, the pay- 
ment of taxes, the securing of refunds, the protection of the 
taxpayer’s interest, the Board of Tax Appeals, and the courts, 
are treated comprehensively, lucidly and interestingly. 

The expert and the novice, the corporation official and the in- 
dividual in business, the accountant and the lawyer, the banker 
and the manufacturer, the student and the practitioner, the 
judge and the litigant, will find within this convenient, sin- 
gle-volume book, precise and definite data on every problem 
connected with the income tax law. 


amen WILEY RESERVATION COUPON ee" 


JOHN WILEY & SONS, Inc., 

440 Fourth Avenue, New York City. 

Please reserve for me copies of FEDERAL INCOME TAXA- 
TION by Dr. Joseph J. Klein which will probably be pub- 
lished in January of 1929. It is understood that the price 
of the book will not exceed ten dollars ($10.00). 
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The 48 Chapters Include 


PRELIMINARY TOPICS—History of Income Tax, Bird’s- 
Eye View of the 1928 Act, Nature and Scope of Income, Con- 
stitutionality of’ Income Tax, Interpretation of Revenue Acts, 
Accounting for Income Tax. 

FACTORS IN THE DETERMINATION OF THE TAX— 
GROSS INCOME—EXCLUSIONS AND INCLUSIONS—Non- 
Taxable Income, Income from Personal Services, Income from 
Non-Personal Services (Income from Business), Income from 
Dividends, Income from Interest, Income from Rent and Royal- 
ties, Income from Dealings in Property, Inventories. 
DEDUCTIONS — Deductions: Business Expenses, Interest, 
Taxes (Tax-free Gov. Bonds), Losses, Net Losses, Bad Debts, 
Depreciation, Obsolescence and Amortization, Depletion, Char- 
itable Contributions. 

SPECIAL TOPICS—Valuations, Income from _ Installment 
Sales, Basis for Determination of Gain or Loss, Exchanges and 
*Reorganizations. 

CREDITS AGAINST NET INCOME—Normal Tax Credits. 
CALCULATION OF THE TAX—Rates, Credits against the 
tax, Capital gain and loss. 

CLASSES OF TAXPAYERS — Corporations (including ex- 
empts), Affiliated Corporations, Insurance Companies, Partner- 
ships (and Personal Service Corporations), Fiduciaries, Es- 
tates and Guardians, Taxpayers Subject to Tax on Income 
Only from Sources Within U. S. 

PROCEDURE IN DETERMINATION OF TAX—Bird’s-eye 
View of Procedure, Returns of Income, Information at the 
Source, Determination within Department, Redetermination by 
Board of Tax Appeals (also Court Procedure). 
ASSESSMENT, PAYMENT AND COLLECTION — Assess- 
ment, Including Statute of Limitations, Collection, Including 
Statute of Limitations, Transferers, Collection at Source, Abate- 
ment, Credits and Refunds. 


PENALTIES AND PENAL PROVISIONS—Penalties and In- 
terest on Taxes. 

GENERAL TOPICS—Tax Avoidance and Tax Evasion, In- 
spection, Publicity of Returns. 


{ Reservations for copies may now be I 


made. Please fill out and mail to us the 
attached coupon. 


Probable Price Less Than $10.00 
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Accrued Liabilities—When Deductible—The petitioner is 
entitled to take as a deduction as an ordinary and necessary 
expense of its business in the year 1920 $28,901. 38 for which 
amount the Interstate Commerce Commission in that year 
finally determined that the petitioner was liable to certain 
railroads as demurrage for failure to unload certain freight 
cars in 1919 without fault on the part of the petitioner, 
where petitioner disputed liability in toto from the beginning 
and until said final decision by the Interstate Commerce 
Commission; and where the petitioner did not enter this or 
any other amount as a liability on its books at the time the 
claim was asserted by the railroads nor until after the final 
decision was rendered by the Interstate Commerce Com- 
mission.—Thorne, Neale & Co., Inc., v. Commissioner, Dec. 
4358 (C. C. H.), ‘Docket No. 12491. 

Business Expenses.—Amounts paid to campaign commit- 
tees by a candidate for public office are not deductible from 
gross income as ordinary and necessary business expenses, 
under Section 214 (a) (1) of the Revenue Act of 1921.— 


David A. Reed v. Commissioner, Dec. 4364 (C. C. H.), Docket 
No. 12499. 


Amounts expended by a physician for railroad fare, hotel ac- 
commodations and meals in connection with attending meetfhgs 
and conventions of various medical associations held to be 
deductible as ordinary and necessary expenses.—Cecil M. Jack 
v. Commissioner, Dec. 4396 (C. C. H.), Dockets 14995, 17662. 


Petitioner entered into a five years’ agreement to make certain 
payments to one of its stockholders or to his heirs or assigns 
as salary for his services as manager and in consideration of 
such stockholder placing his stock in trust. Said stockholder 
died in the second year in which the agreement was in effect 
and the. petitioner thereafter, and in the taxable years, made 
the payments in question. Held, that in the circumstances 
herein, such payments may not be deducted from income in the 
determination of the petitioner’s tax liability for any of the 
several taxable years involved, either as ordinary and.necessary 
expenses or as losses. —Warren Steam Pump Company v. Com- 
missioner.—Dec. 4398 (C. C. H.), Docket 14813. 
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The petitioner and the owners of certain land entered into 
agreements wherein it was provided that petitioner should sub- 
divide and sell the land, the funds necessary for the develop- 
ment thereof, such as grading, laying sidewalks, installing water 
lines, sewerage, etc., to be furnished by petitioner. No com- 
mission was to be paid petitioner for the advancement of the 
funds for the development of the land, but after the owners of 
the land received from the sales of lots and scheduled price on 
each lot as same was sold, petitioner would be reimbursed for 
the development expenses (allocated to each lot sold, as agreed 
between owners and petitioner) and in addition thereto, a cer- 
tain percentage of the remaining profits from such sale. Under 
certain specified conditions, the agreements could be terminated 
and, in the event thereof, petitioner would not be reimbursed 
for development expenses on the lots remaining unsold. Held; 
That the funds furnished by petitioner and expended for the 
development of the lots were of a capital nature and, conse 
quently, not deductible from gross income.—Fairview Company 
v. Commissioner. Dec. 4403 (C. C. H.), Docket No. 11308. 


Community Property.——Where citizens of the United 
States reside in a foreign country, the laws of which give 
to the wife a vested interest in community property, the 
Board held that under Section 1212 of the Revenue Act of 
1926, separate income tax returns filed by husband and 
wife are proper, and the respondent may not tax the entire 
income to the husband.—Juan F. Brittingham v. Commissioner, 
Dec. 4332 (C. C. H.), Docket Nos. 13557, 16535, 18435, 18535. 


A man and a woman, not husband and wife, contributed 
in approximately equal proportions to the purchase of real 
estate in California, and erected buildings thereon, Later 
they intermarried and some years thereafter they sold the 
property at a profit. It was held that this was not com- 
munity property under the California law.—John H. Flach 
v. Commissioner, Dec. 4336 (C. C. H.), Docket No. 12809. 


The income of a husband and of a wife, both residents 
of California, derived from separate estate and individual 
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Installment Payments—monthly, semi-annual, etc., 
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earnings is taxable to the spouse owning the estate or earn- 
ing the income, irrespective of an antenuptial agreement to 
the effect that such income should be used for the common 
benefit of both and any surplus invested in property the 
joint property of both.—Florence v. Cruickshank v. Commis. 
sioner, Dec. 4357 (C. C. H.), Docket Nos. 16449, 21790. 


Where citizens of the United States reside in a foreign coun- 
try, the laws of which give to a wife a vested: interest in com- 
munity property, held, under Section 1212 of the Revenue Act 
of 1926, separate income tax returns filed by husband and wife 
are proper, and the respondent may not tax the entire income to 
the husband.—Juan F. Brittingham v. Commissioner, Dec. 4332 
(C. C. H.), Dockets 13557, 16535, 18435, 18535. 





A man and a woman, not husband and wife, contributed in 
approximately equal proportions to the purchase of real estate 
in California, and erected buildings thereon. Later they inter- 
married and some years thereafter they sold the property at a 
profit. The Board held that this was not community property 
under the California law.——John H. Flach v. Commissioner, 
Dec. 4336 (C. C. H.), Docket No. 12809. 


Depreciation, Value Base for.—Reproduction cost as of 
March 1, 1913, does not establish actual value of machinery and 
equipment, as of that date. 

Petitioner held entitled to only such depreciation as will re- 
cover the cost of property and not such as will provide for cost 
of replacement of such property. 

An amount for contractual amortization should be excluded 
from income.—Frost Manufacturing Co. v. Commissioner, Dec. 
4414 (C. C. H.), Dockets 14055, 14056. 


Depreciation Reserves.—The burden of proof is not upon 
the Commissioner of establishing by affirmative evidence that 
the taxpayer’s books do not correctly reflect surplus, where 
he reduced surplus on account of insufficient depreciation in 
prior years.—Mollohon Manufacturing Company v. Commis- 
sioner, Dec. 4465 (C. C. H.), Docket No. 14118. 


Dividends, Taxable.—During the taxable year the stock- 
holders of the corporation in which the petitioners held stock 
unanimously agreed to release them of all liability for payment 
of the amounts shown by the corporate books to be due from 
them. Held that the evidence discloses an intention to distribute 
profits without regard to stock holdings and that the amount of 
which each petitioner was discharged represents a payment of 
dividends—/da L. Dowling and Jacob Loewer v. Commissioner, 
Dec. 4408 (C. C. H.), Dockets 11939 and 12098. 

Income from States and Municipalities—Taxability.— 
During December, 1920, petitioner was designated by the 
Attorney General of Pennsylvania as special counsel to rep- 
resent said Commonwealth in the matter of inheritance 
taxes due by the Frick and Oliver Estates. In 1921, peti- 
tioner received the amount of $2,500 from said Common- 
wealth as compensation for legal services rendered to that 
date. Held, that, under the circumstances disclosed, peti- 
tioner was not an employee of the Commonwealth of Penn- 
sylvania, and that the compensation paid to him for said 
legal services is subject to the Federal income tax.—David 
A. Reed v. Commissioner, Dec. 4364 (C. C. H.), Docket No. 
12499. 


Installment Sales Method of Reporting Income.—Where 
the petitioner fails to prove facts from which we can deter- 
mine the true deficiency by the installment sales method, the 
respondent’s determination of the deficiency by another 
method must stand, even though the facts establish the right 
of the petitioner to return income from installment sales by 
the installment sales method.—H. A. Dunham v. Commis- 
sioner, Dec. 4374 (C. C. H.), Docket No. 9881. 


Insurance Companies—Contingency Reserve Required by 
Law.—A contingency reserve for anticipated excessive mor- 
tality losses and possible losses in reserves invested, which was 
maintained by petitioner in addition to a reserve of the net 
value of outstanding policies is not a reserve required by law 
within the meaning of Section 245 (a) (2) of the Revenue Act 
of 1921—Old Line Insurance Company v. Commissioner, Dec. 
4401 (C. C. H.), Dockets 30045, 32987. 

Invested Capital—In 1920 the petitioner entered into 
agreements with certain of its employees for the sale of 
shares of its capital stock to them, the agreements requiring 
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Get a rebuilt, five-year guaranteed Underwood while 
this lot lasts! 

Everyone needs a typewriter; this offer leaves noex- 
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the employee to pay a percentage of the purchase price at 
the date of signing the agreement, and interest at six per 
centum per annum on the unpaid balance of the subscription 
price and the petitioner to credit the employee with divi- 
dends declared on the stock subscribed for. The stock was 
to remain in possession of the petitioner until the purchase 
price was fully paid. Held, that the amount of the unpaid 
stock subscriptions may not be included in invested capital, 
Held, further, that interest accrued on the unpaid stock sub- 
scriptions constitutes taxable income of the petitioner.— 
Northwestern Cabinet Co. v. Commissioner, Dec. 4362 (C. C. 
H.), Docket No. 12257. 


Non-taxable Income.—Under the terms of a 99-year lease, 
it was provided that in addition to all other payments there 
shall be paid “as security for the performance by the lessees” 
the sum of $50,000, payable $25,000 upon execution of the 
lease, and $1,250 on the first day of each January, April, 
July and October thereafter until the remaining $25,000 
had been paid. The $50,000 security was to remain in pos- 
session of the lessor during the entire term of 99 years 
without any charge for interest. The $50,000 was paid as 
security for the performance of all lessee’s obligations un- 
der the lease, and upon the happening of certain events pro- 
vision was made in the lease for return of the amount to the 
lessees. The amounts paid as security were not held in 
escrow, or as a trust fund, but became a part of the lessor’s 
general assets and could be used by him without restriction. 
The Board held that this money was paid as security in 
the nature of a cash bond, and that the Commissioner erred 
in including it as income in the years received.—E-vecutors 
of the Estate of George E. Barker, Deceased, v. Commissioner, 
Dec. 4371 (C. C. H.), Docket No. 8728. 


Partnership Transactions.—Under the terms of a partner- 
ship agreement, the petitioner loaned certain percentages 
of his net distributive earnings to the partnership. By en- 
dorsement and for value, he transferred the evidences of 
such loans to his wife. Thereafter the partnership paid the 
interest on such loans directly to the wife of the petitioner. 
Held, that such interest payments were not income to the 
petitioner in the taxable year—Samuel Burns v. Commis- 
sioner, Dec. 4366 (C. C. H.), Docket 8673. 


Property Exchanges—Gain or Loss.—(1) Where one 
exchanged his property for the whole of the capital stock 
of a corporation except two qualifying shares, and where 
the market value of the shares received was in excess of the 
cost of the property, it was held that such excess constituted 
taxable gain. { 


(2) Where the owner of all the capital stock of a cor- 
poration, except two qualifying shares, exchanged a part of 
his stock holdings for property and then exchanged such 
property for a part of the assets of the same corporation 
and where the market value of such assets was in excess of 
the market value of the stock so exchanged, such excess 
constituted taxable gain—S. R. Roseberg v. Commissioner, 
Dec. 4359 (C. C. H.), Docket No. 14383. 


Railroads—Taxable Income.—In the October number of 
the National Income Tax Macazine [p. 375] a review was 
given of the principal points at issue in the case of Lehigh & 
Hudson River Railway Co. v. Commissioner, which is re- 
garded as a test case to determine the taxability of allowances 
or payments by the Director General of Railroads to Amer- 
ican railroads in final settlement of disputes arising and of 
Federal Central. 


In the main, the Board upheld the contentions of the Com- 
missioner. A summary of the decision [Dec. 4491 (C. C. H.), 
Docket No. 14255] follows: 


A railroad had income where after Federal control the 
Director General, having failed to return materials and sup- 
plies equal in quantity, quality and relative usefulness to that 
of the materials and supplies which he received, accounted for 
the shortage at prices prevailing at the end of Federal control 
in an amount in excess of the cost of the materials and supplies 
which were not returned. 


The amount of the award of the New York State Compen- 
sation Insurance Commission on account of a. death from 
accident on the petitioner’s property is not necessarily properly 
accrued upon the petitioner’s books where it appears that an 
appeal was taken from the Commission’s decision which deci- 
sion was sustained in the following year. 










— Ss 


a a ee ee ee ese 


1928 


ice at 
X per 
iption 

divi- 
k was 
chase 
paid 
apital, 
¢ sub- 
ner.— 


i © 


lease, 
there 
ssees” 
»f the 
April, 
25,000 
1 pos- 
years 
1id as 
iS un- 
S pro- 
to the 
ald in 
‘ssor’s 
iction. 
ity in 
erred 
cutors 
sioner, 


rtner- 
itages 
by en- 
ses of 
id the 
fioner. 
to the 
NMI S- 


e one 
stock 

where 
of the 
Hituted 
{ 

a cor- 
art of 
| such 
ration 
‘ess of 
excess 
sioner, 


ber of 
w was 
igh & 
is re 
wances 
Amer- 
and of 


November, 1928 


6. 


17 


THE NATIONAL INCOME TAX MAGAZINE 


LOOSE LEAF SERVICES 
TAXATION AND LAW 


431 


“A, 


Some Are Indispensable to the Lawyer. 
Some Are Absolutely Necessary to the Accountant. 
Some Are Highly Profitable to the Business Executive. 


. STANDARD FEDERAL TAX SERVICE 


Combines in one Service all features of two standard 
Services developed by years of experience of two lead- 
ing Tax Service organizations for the convenience of 
their thousands of subscribers. The merging of similar 
features has naturally resulted in great improvement. 
Vastly increased resources from doubled subscription 
list enables us to give you this two-in-one Service 
value—something heretofore impossible. 

Three Large Binders. Send for Free Trial Offer. 


.U. S. BOARD OF TAX APPEALS AND 


FEDERAL COURTS SERVICE 

Absolutely Unique—Four large volumes a year of 
strictly Current Service. 

Complete Text of All Court and B. T. A. Decisions, 
Digests of all Court Pleadings and B. T. A. Petitions. 


. STATE INHERITANCE TAX SERVICE 


All States and U. S. Dependencies and Canada. 
eral Estate and Gift Taxes. Stock Transfers. 
Four Volumes just revised and enlarged by a staff of 
leading Inheritance Tax Lawyers. 


Fed- 


. PUBLIC UTILITIES AND CARRIERS 


SERVICE 


Statutes, Commission Acts -_ Regulations thoroughly 
annotated with digests of all Court Decisions and Com- 
mission Rulings. Special Supreme Court and Biblio- 
ography and Forms Division. Detailed Tables of Con- 
tents, Indexes and Case Tables. 


. FEDERAL TRADE REGULATION 


Acts Completely Annotated are the Sherman, Federal 
Trade Commission, Clayton, Webb Export Trade, 
Packers and Stockyards, etc. 

Includes four Volumes of Complete U. S. Supreme 
Court Decisions under following classifications — 
Monopoly, Combination and Conspiracy, Labor Unions, 
Individual Trade Practices, Constitutionality, Practice, 
Procedure. Nowhere else available in conveniently 
classified form. Elaborate Current Reports. 


CORPORATION TAX SERVICE — STATE 
AND LOCAL 


For Each State—Franchise or License Taxes, Income 
Taxes, General Property Taxes and any other taxes, 
state or local, applying to business corporations. 

For Each Tax—Of What Corporations Required. 
Standardized Methods make use of Service Simple. 
Sold Complete or by Individual States. 


. LEGAL PERIODICAL DIGEST SERVICE 


Thorough Digests of All Articles in All Current Law 
Journals in the English Language. 

These digests together with terse digests of Case Com- 
ments and list of book reviews, are made instantly 
accessible by Subject, by Author and by Case Title. 
Free—$25.00 Chipman’s Index to Legal Periodicals 
(Vol. V) with above Service. 


. BUSINESS LAWS OF THE WORLD 
. BUSINESS LAWS—UNITED STATES 


UNIT 

A fast reporting Service on important Decisions and 
Laws, Under One Index, for quickest reference. 
Makes available in instantly accessible form many Fed- 
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13. 


14. 


15. 


16. 


17. 


eral statutes (text) and substance of laws of all states, 
annotated with leading cases. 

Saves much time by its “law clerk” service of high- 
class editors. Saves much time in starting research. 


STOCK TRANSFER GUIDE AND SERVICE 
Official Organ of the New York Stock Transfer Asso- 
ciation. Shows Procedure to be followed by—Individ- 
uals, Corporations, Receivers, Holders of Power of 
Attorney, Trustees, Executors, Administrators, etc. 

Includes—Uniform Stock Transfer Act, Rules for De- 
livery, Corporation Directory, Federal Section, and all 
States and Canadian Provinces in alphabetical order. 


BANKING AND TRUST COMPANY 
SERVICE 

Trust Department subjects are elaborately treated by 
leading authorities—just revised. 

Frequent Current and Replacement Reports in handiest 
form for instant reference. A PRACTICAL SERVICE. 


ILLUSTRATIVE “STORY CASE” BUSI- 
NESS LAW 


Each principle is set forth in a pointed story of an ac- 
tual business transaction based on a leading court. case. 
Thus each case is made a human interest story. Nat- 
urally you will read these with pleasure and remember 
the legal point in each because of its actual business 
application. “Newsy” current reports. 


STOCKS AND BONDS LAW SERVICE 
Blue Sky Laws of all states completely annotated. 
Stock Transfer Laws of all states, annotated. 

Stock Transfers—Decedents. Stock Exchange Rules. 


FEDERAL RESERVE ACT SERVICE 

Sets forth the Federal Reserve Act, Regulations, Rul- 
ings, Opinions and Amendments and includes Current 
Tables of discount rates and weekly statement of re- 
sources of each of the twelve Federal Reserve Banks. 


REWRITE FEDERAL TAX SERVICE 
Includes the U. S. Income and War Tax Guide and 
Current Bulletins reporting important Rulings and De- 
cisions and including much helpful comment, news, in- 
structions, special treatises, etc. 


REWRITE AND ILLUSTRATIVE CASE 
SERVICE 


Includes all of #15 plus 224 page official citation index, 
text of Law, Regulations and many Illustrative Cases. 
NEW YORK TAX SERVICE 

All Laws and Regulations thoroughly annotated, and 
including Current Reports on Property Taxes, Admin- 
istrative Matters, Corporation Taxes, Corporation In- 
come Tax, Bank Income Tax, Transfer and Estate 
Tax, Mortgage Tax, Stock Transfer Tax, Personal 
Income Tax, Table of Cases. 
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So. La Salle St., Chicago, Ill. 


Without any obligation, please send further information on num- 
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(C0 Also please send general catalog. 

1) WITHOUT CHARGE—send me The Corporation Journal, a menthly 
magazine published by The Corporation Trust Company, reporting out- 
standing decisions on Business and Taxation. 








Because— 


It is the most simplified and interesting pre- 
sentation of the essentials of law as applied in 
actual transactions. é 

Here business law is made “alive.” Each prin- 
ciple is set forth in a pointed story of an actual 
business transaction based on a leading court case. 
Each case is a human interest story. This means 
you will not only read these with pleasure, but 
remember the legal point in each because of its 
actual business application. 

Thus lawyer and client are on common grounds. 
Understanding the fundamentals, the business man 
can apply his business judgment to the advice of 
his lawyer and the lawyer talks in the language 
of the client. 


Fascinating reading and most valuable for 

reference: 

(1) For the lawyer, as an interesting review of es- 
sentials of business law by the business prob- 
lem method. 

(2) For the accountant (required in most states). 

(3) For the business executive, as insurance 
against oversights through better co-operation 
with his counsel. ; 

(4) For the young business man, as an alluring 
exposition of law as applied in business prac- 
tice. 


Exhaustive Index and Tables of Contents. 


Hundreds of Legal Forms that have been tested 
in the courts. No blank lines to guess at. All 
filled in plainly. The best key to many questions. 
These alone are worth half the price of the en- 
tire set. 


LARGE CIRCULATION BRINGS 
LOW PRICE. 


Everybody knows that law books cost from 
$5.00 to $25.00 a volume. Here is a work that has 
involved an immense amount of expensive edi- 
torial development. Immense circulation enables 
us to send this set at half the price you would ex- 
pect to pay. Time payments if you prefer. 


TRY THIS SHORT CUT METHOD 
ON 10 DAYS’ FREE TRIAL 
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OLD SOUTH PRESS, 
26 Quincy Street, Chicago, Ill. 
Send me the 7 volumes of Story-Case Business Law on ap- 
proval in accordance with your no risk offer. After 10 days 
examination if I am not satisfied I will return the volumes and 
that will end the matter. If I decide to keep the set, I will 
send you my check for $28.50 on receipt of statement. 








eee eee ee EEO HEH HEHEHE SEH HEHEHE EEEH EE EEEE 








eRe eRe EHH EEE HEHE HEHEHE EEE EEE EEE 








Tere eee eee eee eee eee eee ee ee) 











THE NATIONAL INCOME TAX MAGAZINE 


Over 30,000 


Lawyers, Accountants and Business Men 
Are Now Using 


Story-Case Business Law 


















































“STORY-CASE” ILLUSTRATION 





Was Abbott Bound to Pay the Extra Wage? 
G. There Is No Consideration 
(1) In the Promise to Perform What One Is Bound to Do 
STORY-CASE 


Charles Abbott, a bridge builder, made a contract with Frank Bates 
to build a bridge. Abbott agreed to complete the work within four 
months, and Bates agreed to pay him $5,000. At the end of one month, 
Abbott declared that he was about to discontinue the work, because he 
could not employ men at $4 a day, as he had planned. Bates was in 
haste to have the bridge completed, and, therefore, agreed in writing 
with Abbott to pay one-half the extra cost of the men if Abbott would 
continue the work. With this understanding Abbott employed ten men 
at $6 a day and completed the bridge on time. Thereupon, Bates re- 
fused to pay Abbott anything above the $5,000 first agreed upon, on 
the ground that his second promise was not binding. Abbott brought 
suit to recover one-half the extra cost of the men, in accordance with 
the second contract. Will the action be sustained? 


RULING COURT CASE 

Lingenfelder vs. The Wainwright Brewing Company, Volume 103 
Missouri Reports, Page 578 

Lingenfelder was employed by Wainwright to draw plans for and to 
superintend the construction of brewery buildings. He was to receive 
a commission of five per cent on the cost of the buildings, but not on 
the placing of any machinery. Wainwright awarded the contract for a 
refrigerator plant to be installed in one of the buildings to De La 
Vergne Ice Company. Now Lingenfelder was the president of, and in- 
terested in, a rival company engaged in the same line of business; an- 
gry because his company lad not been given the contract for the plant, 
he took away his plans, recalled his superintendent, and declared that 
he had abandoned the project. Wainwright was in haste to complete 
the brewery, but was unable to secure anyone to take Lingenfelder’s 
place without the loss of much time. Wainwright offered to allow 
Lingenfelder a five per cent commission on the cost of installing the 
refrigerator plant, if he would complete his contract. He agreed, and 
when tlre building was finished and he demanded his extra commission, 
it was refused by Wainwright. This suit was then brought by the exe- 
cutors of Lingenfelder for the extra commission. 

Mr. Justice Gantt delivered the opinion of the court: “The plaintiff 
was not entitled to recover because there was no consideration for the 
promise of the defendant to allow the architect the extra commission. 
The original contract here was not modified in any way; Lingenfelder 
promised to do for the extra five per cent just what he had already 
bound himself to do by the original contract. He gave nothing new 
and promised nothing new. A promise to do what one is already bound 
to do is in law no consideration for the promise of the other party. 

“‘Lingenfelder was bound by his contract to design and superintend 
the erection of this building. Under the new promise he was not to do 
anything more or different. What benefit was to accrue to Wain- 
wright? He was to receive the same service from Lingenfelder under 
the new contract that Lingenfelder was bound to tender under the 
original contract. What loss, trouble or inconvenience could result to 
Lingenfelder, that he had not already assumed? 

““*When a party merely does what he has already obligated himself 
to do, he cannot demand an additional compensation therefor, and al- 
though by taking advantage of the necessities of his adversary he ob- 
tains a promise for more, the law will regard it as nudum pactum, and 
will not lend its process to aid in the wrong.’ ” 

Judgment was given for the defendant, The Wainwright Brewing 


Company. RULING LAW 
Story-Case Answer 


A promise to do that which one is already bound to do, is not suffi- 
cient to support a counter promise. In the Story-Case, Bates received 
nothing more in return for his promise than he was entitled to receive, 
~~ Abbott has suffered nothing, for he was already bound to build the 

ridge. 

Of course, it is always possible for the parties to rescind or change 
their old agreement. If, in the above case, Bates had informed Abbott 
that he wished his bridge finished a month earlier than the contract 
stipulated, and was willing to pay one-half the extra cost of the men, 
if Abbott would double his force, and Abbott acted in reliance on this 
offer, obviously there is a new mutual consideration for a new agree- 
ment. As the case stands, however, Abbott did not promise to add any- 
thing new in exchange for the promise of Bates; hence, there is no 
consideration coming from Abbott and he cannot recover. 
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Statute of Limitations—A written consent, signed by the 
chairman of the board of directors of the petitioner, to a 
later determination, assessment and collection of such in- 
come and profits tax as may be determined to be due, op- 
erate, under the evidence in this case, to suspend the run- 
ning of the statutes of limitation, notwithstanding the board 
of directors of the corporation did not specifically authorize 
the execution of such consent.—Republic Insurance Company 
v. Commisstoner, Dec. 4372 (C. C. H.), Docket No. 19693. 

Mr. Love wrote a dissenting opinion in which he takes 
the position that under the by-laws the chairman was not 

authorized to bind the corporation to a waiver of the statute 
' of limitations, although in addition to the signature of the 
chairman of the Board of Directors the seal of the corpora- 
tion was attached. Section 4 of the by-laws of the corpora- 
tion reads as follows: 


“The chairman of the board of directors and the 
president, acting together, shall exercise general super- 
vision and control of the company. Both officers shall 
have authority to execute deeds, assignments, releases 
and other instruments in connection with the conduct 
of the business of the company.” 

Mr. Love holds that “where joint authority is so granted 
and in the absence of a specific provision that each may 
act alone, it is fundamental that both must act together and 
that the action of either, alone, is not binding.” 


The acceptance of a return containing a deduction for amor- 
tization of war facilities is not the “tentative” allowance of a 
deduction for amortization so as to make the statute of limita- 
tions inoperative—W. G. Duncan Coal Co. v. Commissioner, 
Dec. 4391 (C. C. H.), Docket No. 12347. 


The decedent filed his income-tax return for 1921 and took a 
deduction therein for amortization. Within the four-year stat- 
utory period applicable to the determination of the tax for 1921, 
but subsequent to March 3, 1924, the Commissioner for the first 
time examined the return, and disallowed the amortization claim, 
thus giving rise to a deficiency. Held, that the deficiency is not 
barred because the amortization was not made prior to March 
3, 1924——Thomas P. Beal, et al., Executors, v. Commissioner, 
Dec. 4392 (C. C. H.), Docket No. 9969. 


Rulings of the Bureau of Internal Revenue 


Business Leagues—Chambers of Commerce—Boards of 
Trade.—The M Corporation obtained the exclusive right 
to grant licenses for the use of certain patents. The prin- 
cipal business of the corporation was the collection from 
its sublicensees of royalties, which were paid in part to the 
owner of the patents and in part retained by the corpora- 
tion; the protection of licenses in litigation involving the 
patents; the prosecution of infringements; and the advertis- 
ing of the patents. Shares of stock were issued to the 
licensees, and they were liable for assessment based on the 
extent of services rendered. No dividends have been de- 
clared by the corporation, but the charter expressly pro- 
vides for the declaration thereof. 

Held, that the organization is not exempt from taxation 
as a business league under Section 231 (7) of the Revenue 
Act of 1926 and the corresponding provisions of prior Rev- 
enue Acts.—G. C. M. 4741:VII-40-5. 


Capital Expenditures—Amounts expended for transpor- 
tation, feeding en route, etc., incidental to the importation 
of live stock for breeding purposes, do not constitute operat- 
ing expenses but represent capital expenditures.—I. T. 2433: 
VII-39-5. [The Department further expresses the view 
that the same rule is applicable whether the animals pur- 
chased for breeding purposes are procured abroad or in 
this country. ] 

Estates and Trusts—Profit-sharing Bonus.—Under a 
profit-sharing plan a corporation allotted in the case of one 
of its employees certain shares of stock as a bonus for the 
years 1923 to 1926, which, however, were not issued to him 
but were held in trust by a profit-sharing committee, cer- 
tificates of conditional interest being issued to the employee. 
While it was provided that prior to delivery of the stock 
the employee should be entitled to receive the amount of 
dividends declared thereon, he was not a stockholder in the 
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corporation until the delivery of the stock. In 1927 certain 
shares of stock were distributed by the corporation to the 
committee as a stock dividend, and the employee received 
from the committee a proportionate share thereof. 


Held, that as no contributions to the trust fund were 
made by the employee the entire amount of stock dis- 
tributed to him represents income for the year of receipt 
to the extent of its fair market value. The amount received 
constitutes a distribution of the corpus of the fund and 
can not be classified as a dividend under Section 216 (a) of 
the Revenue Act of 1926.—G. C. M. 4875:VII-41-3. 

Interest on notes held by a decedent which had accrued as of 
the date of his death and which was included in his gross estate 
for estate tax purposes can not also be held to be income to his 
estate. Solicitor’s Memorandum 3256 (C. B. IV-1, 186) in 
so far as it is in conflict with this opinion is overruled. 
[Applicable to Revenue Act of 1926.]—G. C. M. 4983 : VII-43-6. 


Final Determinations and Assessments.—A closing agree- 
ment made under the provisions of Section 1106 (b) of the 
Revenue Act of 1926 is of no effect where fraud affecting 
the assessment covered by the agreement is later disclosed, 
even though such fraud may not be established by judicial 
process.—G. C. M. 4914:VII-39-9. 

Foreign Income Taxes, Deductions for—Where the op- 
eration of a foreign branch by a citizen of the United States 
or a domestic corporation results in a loss because of a 
difference in current rates of exchange, there being an 
actual gain derived from the operation of such branch in 
terms of the currency of the country in which it is located, 
the amount of foreign income taxes paid on such income 
is not allowable as a credit under Section 238 (a) of the 
Revenue Act of 1918, but should be treated as a deduction 
in computing net income, provided such taxes are not re- 
flected in the loss sustained in the operation of the foreign 
business.—G. C. M. 4969:VII-40-7. 


Net Losses.—Where a corporation purchases sufficient 
stock in a competitive corporation to secure control of such 
corporation and directs the policies of such corporation in 
cooperation with its own business, the transaction is one 
entered into in furtherance of the taxpayer’s business, and 
a loss sustained by such stock becoming worthless is a net 
loss incurred in the operation of the tax’payer’s business 
within the meaning of Section 204 of the Revenue Act of 
1921.—G. C. M. 4794:VII-42-8. 


Non-resident Aliens—Deductions Allowed—Act of 1926. 
—The amounts paid by a non-resident alien, permitted to 
enter the United States under a temporary permit to play 
in an orchestra, for traveling expenses from the place of 
his residence abroad to the place of his employment in the 
United States are not directly connected with income from 
sources within the United States, nor do they represent 
expenses incurred in carrying on a trade or business. -Such 
amounts, therefore, are not allowable deductions from gross 


income.—G. C. M. 4956: VII-40-3. 


Property Sales and Exchanges.—An exchange of invest- 
ment property was made for property of a like kind, the 
terms of the exchange providing also for payment by the 
party of the second part of cash and his assumption of a 
mortgage on the property given in exchange by the tax- 
payer, party of the first part. 

Held, that the transaction should be treated as an ex- 
change of property by the taxpayer for property of a like 
kind and for money, under the provisions of Section 
203 (d) 1 of the Revenue Act of 1926, and that the mort- 
gage assumed should be treated as “money” under the pro- 
visions of such section—G. C. M. 4935:VII-42-3. 


Trusts, Taxability as Corporations—Act of 1928.—The 
condition “if a taxpayer filed a return as a trust for any 
taxable year prior to the taxable year 1925” in Section 
704 (a), Revenue Act of 1928, is satisfied if the trustee filed 
a return “as a trust” and it is immaterial whether the form 
was 1040 or 1041. 

Section 704(b) has no application to the taxable year 
1928 or any succeeding taxable year. 

Only rarely could so-called oil royalty trusts, trusts for 
the development of oil lands, or testamentary trusts satisfy 
the statutory requirements of Section 704(b), Revenue 
Act of 1928. 


All the income of a trust coming within Section 704 (b), 
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Revenue Act of 1928, is taxable to the beneficiaries, at the 
option of the trustee, without regard to distribution or 
distributability—G. C. M. 4842:VII-39-2. 


Where a trust is closed and the trustee discharged, Form 
967M, required under the provisions of Section 704 (b) of 
the Revenue Act of 1928, may be signed by the former 
trustee.—I. T. 2434: VII-42-2. 


Returns on Form 1120 filed by a trust under protest do not 
constitute returns “as an association” within the meaning of 
Section 704 (b), Revenue Act of 1928.—G. C. M. 4993. 


Retroactive Relief for Trusts in 
Subdivision Projects 
(Continued from page 409) 


the declaration is engaged in business in quasi corporate 
form.” Further on the opinion says: “Moreover, in 
the instant case, the beneficiaries positively control the 
trust. Through their selling agent and executive com- 
mittee they improve, subdivide, and sell the property, 
and determine the sale prices thereof.” 

In the case involved in G. C. M. 4120 it is stated: 
“The declaration of trust makes it clear that a real 
estate subdivision and sales scheme was entered into 
between certain individuals termed therein the ‘sellers,’ 
who were the original owners of the land, and one A, 
the purchaser, who is the designated ‘beneficiary’. ” 


The beneficiary was in charge of operations to divide 
the land, effect the sale of lots, and act as sales agent. 
But of course A was the sole beneficiary. The opinion 
says: “Although a business enterprise in so far as A, 
the purchaser, is concerned, it cannot be said that the 
trust in question gave rise to an association within the 
meaning of Article 1504 of Regulations 69.” 

The trustee had power to sign deeds and contracts 
but it was held that in so doing the trustee did not act 
similarly to a director of a corporation but acted as an 
agent of the beneficiary. The opinion says: 

Its real powers exist with respect to the security features— 
its power, for example, to foreclose if the debt is not paid. 


And here its powers resemble those of a mortgagee more than 
those of a director. 


Moreover, it is the opinion of this office that the beneficiary 
does not have positive control of the trust within the meaning 
of article 1504, supra. “Positive control” should appear with 
respect to those matters for which the trust is chiefly used. 
In the instant case the trust is used merely as a security device, 
and it is precisely with respect to the security features that the 
beneficiary does not have control. Control of the business is 
not necessarily control of the trust where the trust is only 
incidental to the business. 

It is difficult to distinguish between the two trusts 
involved in these two memoranda, except in the one 
respect in which there were numerous beneficiaries 
under one trust and only one beneficiary under the other 
trust. It is difficult to see how the powers of the 
trustee in the two cases differ; and it is also difficult 
to see how or in what respect or to what extent the 
beneficiaries in the one case have any different or 
greater control over the trustee or the trust than the 
beneficiary has over the other trustee or trust. It is 
just as logical to say in one case as in the other that 
the trust was created and operated for the purpose of 
security and that if there was any business enterprise 
it was conducted not by the trust but by the benefi- 
ciaries; and just as logical to say in one case as the 
other that the beneficiaries had no control over the 
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ad trustee or the trust which was created and operated 
for the purpose of security, but exercised whatever 
control they had, over the business enterprise in which 


of the trust was not engaged. 
er These two opinions of the General Counsel of the N Al y SI S 
Bureau of Internal Revenue leave the taxpayer inter- 


BRIEFING 


ested in real estate trusts with no sense of security 
of whatever as to what will be the opinion or the decision 
in the next case that is presented to the Department. 
The trust companies are protected as to action here- 
tofore taken. But as said by one of the witnesses be- 
fore the Committee on Ways and Means, thousands of 
investors in these projects will suffer if the trust com- 
panies elect to hold up the income because their small 


te capital or earnings have been placed in these enter- 
in prises. They form a class of taxpayers entitled to a 
he definite and understandable status as to tax. The Rev- 


OF 
n- enue Act of 1928 does not give it. The National As- 
y, sociation of Real Estate Boards and other interests 
asked for it, but for some reason Congress was not 
1: impressed. 








al It was said at the outset that one of the means of (Correspondence Invited) 
to taking care of a city’s increase in population is by sub- 
“tq dividing the country on the edge of the city. It is an 
A, operation which must take place if the city is to grow 
normally. Encouragement should be lent to those who * hc. 
te are willing to engage in such projects. There would 
it. seem to be no room for argument that the relief asked National Press Building 
on by the real estate interests in these respects should not 
A, be granted. If such relief does not come either from WASHINGTON, D. C. 
we the legislative body or the administrative side, resort 
be must be had to the judiciary. 
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2 The Use of Deed Restrictions in Subdivision Developement. 
is 
ly By Helen C. Monchow 
its First volume of a series of research monographs dealing at length with problems of 
ne Land Economics. 
es An economic evaluation of the various legal restrictions on using residential land. 
er Based on a study of 84 deeds of leading subdivision developers. Cases and citations 
he include: Restrictions on the Type and Use of Structures, on the Use of Lot Area, 
ilt on Alienation and Occupancy; and Rights, Powers and Duties of the Subdivider. 
he A book that should be in the hands of every realtor, every investor in land, every 
oe public official. 
he Order now. Price: Single copies, $1.50; special price to subscribers to the Journal 
ic of Land and Public Utility Economics, $1.00; special rate for quantity purchases. 
at 
of The Institute for Research in Land Economics and Public Utilities 
se —_ . e e 
f- Northwestern University—Wieboldt Hall, McKinlock Campus 
he Lake Shore Drive at Chicago Avenue Chicago, Illinois 
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